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Health Care Industry Developments—2012/13

Notice to Readers
This Audit Risk Alert (alert) replaces Health Care Industry Developments—
2011/12.
This alert is intended to provide auditors of financial statements of health
care entities with an overview of recent economic, industry, technical, regulatory, and professional developments that may affect the audits and other
engagements they perform. This alert also can be used by an entity's internal
management to address areas of audit concern.
This publication is an other auditing publication, as defined in AU-C section
200, Overall Objectives of the Independent Auditor and the Conduct of an Audit
in Accordance With Generally Accepted Auditing Standards (AICPA, Professional Standards). Other auditing publications have no authoritative status;
however, they may help the auditor understand and apply generally accepted
auditing standards.
In applying the auditing guidance in an other auditing publication, the auditor
should, using professional judgment, assess the relevance and appropriateness
of such guidance in the circumstances of the audit. The auditing guidance in
this document has been reviewed by the AICPA Audit and Attest Standards
staff and published by the AICPA and is presumed to be appropriate. This
document has not been approved, disapproved, or otherwise acted on by a
senior technical committee of the AICPA.
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Health Care Industry Developments—2012/13

How This Alert Helps You
.01 This Audit Risk Alert (alert) helps you plan and perform your health
care industry audits and also can be used by an entity's internal management
to identify issues significant to the industry. This alert provides information to
assist you in achieving a more robust understanding of the business, economic,
and regulatory environments in which your clients operate. This alert is an
important tool to help you identify the significant risks that may result in the
material misstatement of financial statements and delivers information about
current accounting, auditing, and regulatory developments. For developing
issues that may have a significant impact on the health care industry in the
near future, the "On the Horizon" section of this alert provides information
on these topics, including guidance that either has been issued but is not yet
effective or is in a development stage.
.02 This alert is intended to be used in conjunction with the Audit Risk
Alert General Accounting and Auditing Developments—2012/13 (product no.
ARAGEN12P) that explains important issues that affect all entities in all industries in the current economic climate. You should refer to the full text of
accounting and auditing pronouncements, as well as the full text of any rules
or publications, that are discussed in this alert.
.03 It is essential that the auditor understand the meaning of audit risk
and the interaction of audit risk with the objective of obtaining sufficient appropriate audit evidence. In AU-C section 200, Overall Objectives of the Independent Auditor and the Conduct of an Audit in Accordance With Generally
Accepted Auditing Standards (AICPA, Professional Standards), audit risk is
broadly defined as the risk that the auditor expresses an inappropriate audit
opinion when the financial statements are materially misstated. Audit risk is
a function of the risks of material misstatement and detection risk. Further,
paragraph .A3 of AU-C section 315, Understanding the Entity and Its Environment and Assessing the Risks of Material Misstatement (AICPA, Professional
Standards), explains that the auditor is required to exercise professional judgment to determine the extent of the required understanding of the entity. The
auditor's primary consideration is whether the understanding of the entity that
has been obtained is sufficient to identify and assess risks of material misstatement, whether due to fraud or error, at the financial statement and relevant
assertion levels and to design and implement responses to those risks.

Economic and Industry Developments
.04 When planning and performing audit engagements, an auditor should
understand both the general and specific economic conditions facing the industry in which the client operates. Economic factors, such as interest rates,
availability of credit, consumer confidence, overall economic expansion or contraction, inflation, recession, real estate values, and labor market conditions,
are likely to have an effect on an entity's business and, therefore, its financial
statements.
.05 Appendix A, "Understanding the Entity and Its Environment," of
AU-C section 315, includes examples of matters the auditor may consider in
obtaining an understanding of the entity and its environment. Chapter 2, "General Auditing Considerations," of the 2012 edition of the Audit and Accounting Guide Health Care Entities contains a table that identifies some unique
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characteristics of health care entities that the auditor may also consider when
obtaining an understanding of a health care entity and its environment in order
to assess the risks of material misstatement.

Health Care Reform Dominates the Agenda
.06 Coping with the changes associated with health care reform continues
to dominate the agenda for most health care organizations (HCOs). The sweeping overhaul of the U.S. health care system passed in March 2010 represents
the most significant change for the health care industry since the passage of
Medicare in the mid-1960s. Based on the legislation (discussed later in this
alert), health care reform is achieved through three primary mechanisms: new
coverage, new funding, and new regulations. The combination of these mechanisms is creating a profoundly different playing field for HCOs.

The Current Economy
.07 In 2012, the economy improved slightly over previous years, but recovery continues to be slow. As the November election looms, any major legislative
action that could bolster the economy will likely be delayed until after an expected lame-duck session following the elections.
.08 The real gross domestic product (GDP) measures the output of goods
and services by labor and property located within the United States. It increases as the economy grows or decreases as it slows. According to the Bureau
of Economic Analysis, real GDP has increased measurably in 2012, rising 2
percent in the first quarter and 1.5 percent in the second quarter.
.09 According to the latest available information provided by the Bureau
of Labor Statistics, although total unemployment hovered between 8.1 percent
and 8.3 percent during 2012 (down from an average of 8.9 percent in 2011),
health care unemployment fluctuated from 4.8 percent to 6.5 percent. Health
care employment has actually grown by 298,800 employees since July 2011,
with the majority of jobs (188,300) being added by the ambulatory health care
sector.
.10 The Board of Governors of the Federal Reserve System (Federal Reserve) described the current economic recovery in its September 13, 2012, press
release as follows:

r
r
r
r
r
r

Economic activity has continued to expand at a moderate pace in
recent months.
Growth in employment has been slow, and the unemployment
rate remains elevated.
Household spending has continued to advance, but growth in business fixed investment appears to have slowed.
The housing sector has shown some further signs of improvement,
albeit from a depressed level.
Inflation has been subdued, although the prices of some key commodities have increased recently.
Longer-term inflation expectations have remained stable.

.11 The Federal Reserve will be closely monitoring economic and financial developments in coming months. If the outlook for the labor market does
not improve substantially, the purchases of agency mortgage-backed securities
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will continue. The Federal Reserve will also undertake additional asset purchases and employ other policy tools, as appropriate, until such improvement
is achieved in a context of price stability.
.12 To support continued progress toward maximum employment and
price stability, expectations are that a highly accommodative stance of monetary policy will remain appropriate for a considerable time after the economic
recovery strengthens. In particular, the Federal Reserve decided to keep the
target range for the federal funds rate at 0.00 percent to 0.25 percent and anticipates that exceptionally low levels for the federal funds rate are likely to be
warranted at least through mid-2015.

Physician Practice Acquisitions
.13 Health care systems continue to increase the frequency with which
they are acquiring physician practices. This movement to integration is driven
by several factors. From the physicians' perspective, many are no longer willing or able to continue to manage the administrative burden of complying with
the changing regulatory environment. Changes in Medicare and Medicaid are
driving down the profitability of physician practices. In addition, the uncertainty of the impact of health care reform has created anticipated reductions
in the profitability of most practices. Hospitals are also inclined to complete
these acquisitions, given the increase in demand for primary care physicians
to coordinate care and participate in other integrated payor arrangements. Additionally, health care entities are using physician practices to increase market
share.
.14 These economic pressures on physicians and hospitals have increased
attention on integration and collaboration between providers. Health care reform has also spurred providers to explore new integrated models of care delivery. Many experts agree that hospital-physician integration is a growing trend
that has the potential for significant improvements in efficiency, quality, and
cost savings.

Private Equity Participation in Health Care
.15 Over the last few years, the health care industry has attracted considerable interest from private equity funds eager to invest in an industry that
represents 18 percent of the U.S. GDP. As the private equity sector grew over
the last 30 years, investors were first hesitant to invest in health care, given the
risky regulatory and reimbursement environment. Now, however, these risks
are outweighed by the potential to achieve attractive returns in both up and
down economic cycles. Investors are also drawn to the industry, in part, because
the existing health care environment has not addressed the growing concerns
regarding costs, physician shortages, and demand for quality and consumer
preferences. Opportunities to address these deficiencies could provide a market advantage and greater profitability for private equity portfolio companies.

Cost Containment Issues for Health Care Entities
.16 As the U.S. economy moves toward recovery, hospitals are still seeing
the impacts of recession on their business. Additionally, the level of underinsured and uninsured patients continues to rise. Underinsured and uninsured
patients represented 16.3 percent of the total U.S. population in 2011, up from
14.8 percent in January 2008. Because the majority of nonelderly Americans receive health insurance through their employers, declining employer-sponsored
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health coverage and the weak economy have increased the number of uninsured who seek medical care but are unable to pay for it. Thus, the amount of
uncompensated care that HCOs are being called on to provide is increasing.
.17 In addition, payments to HCOs from government programs such as
Medicare and Medicaid are scheduled for significant cutbacks due to payment
cuts required by the Patient Protection and Affordable Care Act (ACA) and the
Budget Control Act of 2011 (discussed elsewhere in this alert). On top of those
looming cuts, HCOs are experiencing reimbursement pressures from payors,
such as commercial health insurance and managed care plans, and employers.
.18 To counteract these downward pressures on revenues, cost containment activities are taking on increased importance. Many hospitals have already resorted to payroll cuts and frozen wages, including freezing benefit
plans. In a report released in September 2012, the American Hospital Association projects a loss of over 330,000 jobs from Medicare-funded organizations
over the next decade if the 2 percent mandatory reductions to Medicare payments associated with the Budget Control Act of 2011 are enacted. Other measures include a reduction in administrative expenses; outsourcing nonhealth
businesses (for example, parking garage, gift shops, and cafeterias); delays in
capital expansions; reductions in the size of their organization; a reduction in
services offered; and divesture of assets.

Health Care Worker Shortages
.19 A U.S. Department of Health & Human Services (HHS) report projects
that an additional 1 million nurses and 200,000 physicians will be needed in
the United States by 2020. With 34 million newly insured Americans coming
into the health care system following health care reform, accompanied by an
additional 66 million retiring baby boomers, the strain on the nation's health
care system will be unprecedented. In addition, a considerable portion of the
health care workforce is expected to retire in the next 10–15 years, 40 percent
of physicians are 55 years old or older, and approximately 33 percent of nurses
are 50 years old or older. Although some of the provisions of the ACA attempt
to encourage individuals to pursue health care careers, immediate needs for
physicians will be addressed through increased salaries, more attractive benefit
packages, and the use of staffing firms.

Exempt Organizations Issuing Taxable Bonds
.20 For many health care entities, the recent economic downturn necessitated debt restructuring or refinancing. Although there are numerous advantages to tax-exempt financing, this type of financing leaves health care
facilities with limited options when they experience such financial distress.
Winding down from a flurry of refinancing activity in the tax-exempt market,
some providers are now considering taxable financing as an alternative to taxexempt bonds. The increased private equity participation in the marketplace
has increased the availability of willing investors, and interest rates on taxable
debt are comparable to those of tax-exempt bonds.

Legislative and Regulatory Developments
.21 Auditors of health care entities are interested in knowing about
changes in government regulations for various reasons. Because the federal and
state governments are the largest purchasers of health care services, changes
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in government regulations involving payments to providers often raise issues
about whether requirements for recognizing revenue have been met, in what
period the revenues should be recognized, and whether reserves should be
established related to the government's ability to recoup amounts previously
paid. In addition, changes to government regulations are frequently used from
a public policy standpoint to change how health care services are delivered.
Also, HCOs that provide or arrange for services for Medicare and Medicaid
patients have potential exposure to fines and penalties as a result of laws and
regulations governing billing or cost-reporting processes. Reporting to regulators such as the IRS and the Securities and Exchange Commission (SEC) is
also important.

The ACA
.22 On June 28, 2012, the U.S. Supreme Court upheld the ACA, ruling that
the law's individual mandate is a constitutional exercise of Congress's power
to impose taxes. Originally signed in March 2010, this sweeping overhaul of
the U.S. health care system represents the most significant change for the
health care industry since the passage of Medicare in the mid-1960s. Under
the new law, health care reform is achieved through 3 primary mechanisms:
new coverage, new funding, and new regulations. The combination of these
mechanisms is creating a profoundly different playing field for health care
entities. Based on the Congressional Budget Office (CBO) and Centers for
Medicare & Medicaid Services (CMS) estimates made prior to enactment of
the ACA, by 2019, the law will expand coverage to 32–34 million additional
individuals (resulting in coverage of an estimated 94 percent of the legal U.S.
population).
.23 Some of the provisions of the ACA took effect immediately, but others
will take effect or be phased in over time, ranging from a few months to 10
years following approval. Many of the compliance and implementation efforts
that had slowed to a halt until the Supreme Court could rule on the law have
once again picked up speed.
.24 Because of the complexity of the ACA, generally, additional legislation
is likely to be considered and enacted over time. The law will also require the
promulgation of substantial regulations with significant effects on the health
care industry and third-party payors. In response, third-party payors and suppliers and vendors of goods and services to health care providers are expected to
impose new and additional contractual terms and conditions. Thus, the health
care industry will be subjected to significant new statutory and regulatory requirements and contractual terms and conditions and, consequently, structural
and operational changes and challenges for a substantial period of time. Some
changes and requirements of the ACA that are expected to have a significant
impact on the health care industry are discussed in the following paragraphs.
.25 The law expands access to care and pays for expansion through the
reduction of payments to physicians and hospitals. Although the ACA includes
a mandate that significantly expands the number of U.S. citizens that have
health insurance coverage, it pays for that expansion through a reduction of
Medicare and Medicaid payments to health care providers. The legislation contains nearly $500 billion in Medicare cuts, including more than $156.6 billion
in payment reductions to hospitals, long-term care facilities, inpatient rehabilitation facilities, and hospice care organizations. For example, hospitals' annual
Medicare market basket updates will be reduced through 2019. Beginning in
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2014, Medicare and Medicaid disproportionate share payments will be significantly reduced. These adjustments may result in payment rates for a given
year being less than the payment rates for the preceding year.
.26 The law also calls for the creation of new delivery models aimed at
increasing quality and efficiency while lowering costs. Starting in 2012, the
law provided for the establishment of accountable care organizations (ACOs)
that are collectives of different types of providers that will align their services to treat specific geographic regions of Medicare beneficiaries. (See related
discussion.)
.27 In addition, Medicaid's medical home program is designed to better
coordinate care for people with multiple chronic conditions. Under this model,
the offices of primary care physicians will become the "home" in which care is
coordinated and centralized for patients with chronic illnesses.
.28 Beginning in 2013, for approved pilot projects or approved ACOs,
Medicare will bundle payments for hospitals, nursing homes, physician services, and other providers into one payment over a period of time called an
episode of care.
.29 Beginning in October 2012, the Medicare value-based purchasing
(VBP) program will implement a pay-for-performance component to select clinical processes of short-term acute care hospitals other than critical access hospitals. The CMS will measure hospital performance using the clinical process
of care; the patient experience of care; and, starting in fiscal year 2014, outcome
measures.
.30 Beginning October 1, 2012, hospital diagnosis-related group (DRG)
payments will be reduced by 1 percent to create a VBP payment pool. The
reduction will increase to a full reduction of 2 percent in fiscal year 2017. This
reduction will be reallocated to hospitals in a budget-neutral manner based on
each hospital's total performance score under the VBP measurement criteria.
For each measure, the CMS will set an achievement threshold and a benchmark
threshold for which relative scores related to performance will be computed.
Hospitals that receive higher performance scores will receive higher incentive
payments than those that receive lower total performance scores.
.31 Beginning October 1, 2012, prospective payment system (PPS) hospitals are subject to the Hospital Readmissions Reduction Program. For certain
applicable conditions, hospitals with readmission rates higher than the threshold will be penalized up to 1 percent of the DRG rate. The penalty increases to
a maximum of 3 percent in fiscal year 2015. The CMS will also begin to publish
hospital readmission rates on the hospital compare site. In 2015, Medicare will
reduce payment by 1 percent for select hospital-acquired conditions (HACs),
such as infections, falls, or blood incompatibility. In addition, the federal government will no longer reimburse states for Medicaid services related to HACs.
.32 Health care reform will have a significant effect on the operational performance and strategic direction of hospitals, health systems, physician groups,
and payors. The introduction of ACOs, bundled payments, regulatory requirements to implement health IT, reductions in Medicare rates, and quality-based
payments are forcing hospitals and physicians to collaborate more closely. The
transition to ACOs will fundamentally transform hospitals' current business
models. Physicians will become the hub of the ACO, directing patients to inpatient care, when necessary. Hospitals will become cost centers as opposed
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to revenue centers, and their objective will be to proactively manage health
care. Those switching to the ACO model will need to slowly transition from a
fee-for-service model to a capitation or at-risk model. In addition, hospitals will
need the technological infrastructure, such as electronic health records (EHRs),
in order to develop a strong ACO. Implications of changes such as these are
discussed in other areas of this alert.

ACOs
.33 The concept of accountable care and the development of ACOs have
been identified by the ACA as a means to tie provider reimbursements to quality
metrics and reductions in the total cost of care for an assigned population of
patients. The ACA requires the CMS to establish a Medicare Shared Savings
Program: ACOs, effective January 1, 2012, that allows Medicare to contract
with ACOs to share in a portion of the potential savings if targeted quality-ofcare benchmarks and per-capita expenditure targets are met. Generally, the
ACO is formed by a group of health care providers that then provides care to
a group of patients. The providers are collectively accountable for quality and
per-capita costs, payments are linked to improvements aimed at reducing costs,
and performance measurements are used to support results. Adopting an ACO
model will have pervasive business effects on organizations in the health care
industry.
.34 Some of the requirements for an ACO include the following:

r
r
r
r
r
r
r
r
r
r
r
r

Accepting accountability for the quality, cost, and overall care of
the Medicare fee-for-service beneficiaries assigned to it
Agreeing to participate for not less than three years
Establishing a formal legal structure allowing the organization to
receive and distribute payments for shared savings to participating providers of services and suppliers
Providing a sufficient number of professionals to handle the number of beneficiaries assigned
Accommodating a minimum of 5,000 assigned beneficiaries
Maintaining a leadership and management structure that includes clinical and administrative systems
Complying with reporting requirements regarding the professionals in the ACO, the determination of payments, and other reporting requirements as may be determined
Maintaining processes in place to promote evidence-based
medicine and patient engagement, reporting on quality and cost
measurement, and coordinating care
Meeting patient-centeredness criteria, such as the use of patient
caregiver assessments or individualized care plans
Exclusive participation in this Medicare shared savings program
Responsibly distributing savings to participating entities
Establishing and maintaining a process for evaluating the population it serves

.35 These requirements pose strong restrictions on forming ACOs. Implementing ACOs will be a challenge. Because revenue comes from potential
savings that are shared back with the ACO, inherent risk exists in the overall
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operation. From IT systems that capture transactions for compliance reports to
setting up complex legal structures to establishing and maintaining required
clinical operations and systems management, ACOs can take a variety of forms,
but all include primary care physicians and other types of providers that provide care to Medicare beneficiaries in a way that will control costs. Achieved
savings are shared with the providers and suppliers through the ACO organization when quality metrics are also met.
.36 Auditors of entities involved in Medicare shared savings programs
will need to be aware of the regulatory compliance and legal requirements surrounding the establishment of ACOs. On October 20, 2011, the CMS issued
final regulations governing Medicare's authority to contract with ACOs under shared savings or other payment arrangements. These regulations cover a
range of issues critical to the development of ACOs, including their organizational structure and governance, internal operations, contracting obligations
with the CMS, reimbursement systems under the shared savings program, and
quality reporting and monitoring. Additionally, the following federal agencies
issued related guidance addressing legal and regulatory matters pertaining to
ACO formation:

r

r
r

The HHS Office of Inspector General (OIG) issued an interim final
fraud and abuse rule, Medicare Program: Final Waivers in Connection With the Shared Savings Program, establishing waivers
of the application of the Physician Self-Referral Law, the federal
antikickback statute, and certain civil monetary penalties law
provisions to specified arrangements involving ACOs.
The Federal Trade Commission (FTC) and the Department of
Justice (DOJ) issued a joint statement, Statement of Antitrust
Enforcement Policy Regarding Accountable Care Organizations
Participating in the Medicare Shared Savings Program, outlining
how antitrust laws will be applied to ACOs.
The IRS clarified its guidance concerning tax-exempt ACOs and
tax-exempt organizations. (For further discussion, see IRS Fact
Sheet 2011-11, Tax-Exempt Organizations Participating in the
Medicare Shared Savings Program through Accountable Care Organizations.)

.37 The final CMS regulations are available through the Federal Digital
System at http://www.gpo.gov/fdsys/search/home.action. The FTC-DOJ statement can be accessed at www.justice.gov/atr/public/health care/276458.pdf.
The OIG's interim rule can be downloaded from www.gpo.gov/fdsys/pkg/FR2011-11-02/pdf/2011-27460.pdf.

340B Drug Discount Program
.38 There has been increased participation in the 340B drug discount
program (340B) by hospitals, federally qualified health centers, and other clinics. The 340B program requires pharmaceutical manufactures to provide discounts on covered outpatient drugs purchased by qualifying entities. Once an
eligible organization has registered and been approved to participate in the
340B program, it is the organization's responsibility to monitor compliance of
the program. In March 2012, the HHS's Health Resources and Service Administration issued a clarification on the audit requirements of 340B-covered
entities. Organizations that submit Office of Management and Budget Circular A-133, Audits of States, Local Governments and Non-Profit Organizations
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(Circular A-133) audits shall be required to review 340B eligibility status, program policies and procedures, internal controls, and records concerning 340B
compliance. Individual circumstances should be considered when evaluating
whether a Circular A-133 audit will be required.
.39 Covered entities under the 340B program may enter into an arrangement with a third party to administer the 340B program. In these situations,
an evaluation should be performed to determine if the covered entity is serving as the principal or agent. Financial Accounting Standards Board (FASB)
Accounting Standards Codification (ASC) 605-45 provides guidance on when
an entity should report revenue at the gross amount (the principal) or net of
certain amounts paid to others (the agent).

Health Insurance Exchanges
.40 Because they lack purchasing power and the ability to pool risk, individuals and small businesses too often pay higher insurance rates. The ACA
legislation created a competitive private health insurance market through the
creation of Affordable Insurance Exchanges. These state-based, competitive
marketplaces that launch in 2014 are expected to provide millions of Americans and small businesses with one-stop shopping for health insurance.
.41 The health insurance exchanges are expected to reduce the overall
cost of obtaining health insurance by increasing competition among private
insurance plans through improved comparative shopping and more informed
consumers and by providing small businesses the same purchasing power as
large businesses.
.42 The law requires that, at a minimum, health insurance exchanges will

r
r
r
r
r
r
r
r
r

certify whether health plans are qualified to be offered in the
exchange, including examining their premium increases.
require of plans and make public disclosure of the following information in plain language: claims payment policies and practices;
periodic financial disclosures; data on enrollment, denied claims,
and rating practices; information on cost sharing and payments
for out-of-network coverage; and enrollee and participant rights.
require qualified health plans to make available timely information about the amount of cost sharing for specific items or services.
operate a toll-free telephone assistance hotline.
maintain an Internet website where enrollees can obtain standardized comparative information about the health plans.
assign a rating to each health plan in the exchange based on the
relative quality and price of their benefits.
use a uniform enrollment form and standardized format for presenting health benefits' plan options.
inform people about the eligibility requirements for the Medicaid
Children's Health Insurance Program or other state or local public
programs and will coordinate enrollment procedures with them.
make available an electronic calculator to determine the actual
cost of coverage after any premium tax credit and any cost-sharing
reduction has been applied.
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grant certifications for individuals who are exempt from the individual responsibility penalty if no affordable qualified health plan
is available through the exchange or the individual's employer.
establish a Navigator program to award grants to entities to promote public education about, and enrollment in, exchanges.

.43 According to the CBO, the increased competition in the exchanges,
combined with provisions in the law to streamline administrative costs by
standardizing forms and reducing the amount of paperwork doctors are forced
to complete, will reduce average premiums from 7 percent to 10 percent. Additionally, provisions in the law that prohibit insurance companies from discriminating against Americans with preexisting conditions will force insurance
companies to provide high-quality benefits at a competitive price.

Budget Control Act of 2011
.44 Signed in August 2011, the Budget Control Act of 2011 (Budget Control Act) limits the federal government's discretionary spending caps at levels
necessary to reduce expenditures by $917 billion over 10 years (2012–2021)
from the current federal budget baseline for federal fiscal years 2011 and 2012.
.45 The Budget Control Act also set in place a protocol for additional
mandatory across-the-board spending cuts. Known as sequestration, these cuts
will be triggered in an amount necessary to achieve $1.2 trillion in savings in
from 2013–2021. A wide range of spending is exempted from sequestration,
including Social Security, Medicaid, veteran's benefits and pensions, federal
retirement funds, civil and military pay, child nutrition, and other specified
programs.
.46 However, the Medicare program was not exempted from sequestration.
Cuts to Medicare cannot come at the cost of beneficiaries; instead, Medicare
payments to providers would be reduced as a result of these across-the-board
spending reductions (which are limited to 2 percent of total program costs
in any given year). The law also indicates that the cuts would only apply to
individual payments under Medicare Parts A and B and monthly payments
under contracts under Medicare Parts C and D. The CBO estimates that sequestration will result in $117 billion in cuts to Medicare reimbursement and
payments over 9 years, with nearly $11 billion of cuts expected in 2013.
.47 There is a strong desire in both the White House and Congress to stop
the automatic spending cuts from taking place in January 2013; however, it is
uncertain if they will be able to achieve results amid the election turmoil.

CMS Developments
.48 Allegations of violations of laws and government regulations continue
to increase in virtually all sectors of the health care industry. The DOJ, the
HHS OIG, and the CMS coordinate their efforts to combat fraud in Medicare
and Medicaid programs. Key efforts are subsequently discussed.
.49 When auditing HCOs, auditors should be alert to the possibility of
illegal acts. AU-C section 250, Consideration of Laws and Regulations in an
Audit of Financial Statements (AICPA, Professional Standards), addresses the
auditor's responsibility to consider laws and regulations in an audit of financial
statements and provides guidance on the auditor's responsibilities when noncompliance or suspected noncompliance with laws and regulations is identified
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during the audit. The AICPA Audit and Accounting Guide Health Care Entities
further describes the application of AU-C section 250 in the context of audits
of financial statements of HCOs.

Health Care Fraud Prevention and Enforcement
Action Team Activities
.50 In May 2009, the DOJ and the HHS jointly established the Health Care
Fraud Prevention and Enforcement Action Team (HEAT) to combat Medicare
fraud while investing new resources and technology to prevent fraud and abuse.
HEAT efforts have included expansion of the DOJ-HHS Medicare Fraud Strike
Force that has been successful in fighting fraud.
.51 In federal fiscal year 2011, the Medicare fraud and abuse programs,
including HEAT, recovered nearly $4.1 billion. Strike force operations charged
a record number of 323 defendants who allegedly collectively billed the Medicare program more than $1 billion. Strike force teams secured 172 guilty pleas,
convicted 26 defendants at trial, and sentenced 175 defendants to prison. The
average prison sentence was more than 47 months.
.52 Including strike force matters, federal prosecutors filed criminal
charges against a total of 1,430 defendants for health care fraud-related crimes.
This is the highest number of health care fraud defendants charged in a single
year in the department's history. Including strike force matters, a total of 743
defendants were convicted for health care fraud-related crimes during the year.
.53 In one instance, a physician and the office manager of his medical practice, along with 5 owners of home health agencies, were arrested in February on
charges related to their alleged participation in a nearly $375 million scheme
involving fraudulent claims for home health services. The conduct charged in
this indictment represents the single largest alleged home health fraud scheme
ever committed. As a related matter, the CMS announced the suspension of 78
home health agencies associated with the physician based on credible allegations of fraud against them. Other schemes involve paying kickbacks to owners
and operators of assisted living facilities and halfway houses and to brokers in
exchange for delivering patients to facilities to receive medically unnecessary
treatment.
.54 The enactment of the ACA on March 23, 2010, has many provisions
designed to prevent Medicare fraud. The ACA allows for $4 billion to be spent
in fighting Medicare fraud. Special task forces are targeting and going after
Medicare fraud schemes by using Medicare data analysis techniques and an
increased focus on community policing. Ongoing strike force investigations are
turning up all over the country.
.55 With the apparent magnitude of these schemes involving fraudulent
Medicare billings, some facts are surfacing that should make auditors sit up
and listen.

Fraud and Abuse
OIG Work Plan
.56 For the first half of federal fiscal year 2012, the OIG reported expected
recoveries of approximately $1.2 billion, consisting of $483.1 million in audit
receivables and $748 million in investigative receivables (which includes $136.6
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million in non-HHS investigative receivables resulting from work in areas such
as the states' shares of Medicaid restitution).
.57 The OIG's 2013 work plan includes several risk areas carried forward
from previous years:

r
r
r
r
r
r
r
r
r

Hospital admissions with conditions coded present on admission
Inpatient and outpatient payments to acute care hospitals
Outpatient observation services during outpatient visits
Hospital same-day readmissions
Acute-care inpatient transfers to inpatient hospice care
Inpatient and outpatient hospital claims for the replacement of
medical devices
Inpatient outlier payments
Medicare's reconciliations of outlier payments
Duplicate graduate medical education payments

.58 Significant new hospital risk areas that the OIG will focus on during
2013 include the following:

r

r

r

ARA-HCO .57

Inpatient billing for Medicare. The OIG will describe how hospital
billing for inpatient stays changed from fiscal year 2008 to fiscal
year 2012. In addition, the OIG will also describe how billing for
inpatient stays in fiscal year 2012 varied among different types
of hospitals and how hospitals ensure compliance with Medicare
requirements for inpatient billing. In 2010, Medicare paid hospitals $100 billion for inpatient stays. Most hospitals are paid
under the inpatient prospective payment system (IPPS) that the
CMS changed substantially in fiscal year 2008. Under the IPPS,
each inpatient stay is classified into 1 of 747 Medicare severity
diagnosis-related groups (MS-DRG) based on the beneficiary's diagnoses and the procedures the hospital performed, as well as
other factors. Medicare pays hospitals a difference amount for
each MS-DRG.
DRG window. The OIG will analyze claims data to determine
how much the CMS could save if it bundled outpatient services
delivered up to 14 days prior to an inpatient hospital admission
into the DRG payment. Medicare currently bundles all outpatient
services delivered 3 days prior to an inpatient hospital admission.
Medicare does not pay separately for such preadmission services
when they are delivered in a setting owned or operated by the
admitting hospital. This policy is commonly known as the DRG
window. Prior OIG work identified improper payments in the DRG
window. OIG work has also concluded that the CMS could realize
significant savings if the DRG window was expanded from 3 days
to 14 days.
Nonhospital-owned physician practices using provider-based status. The OIG will determine the impact of nonhospital-owned
physician practices billing Medicare as provider-based physician
practices and will also determine the extent to which practices
using the provider-based status met CMS billing requirements.
Provider-based status allows a subordinate facility to bill as part
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r

r

r

of the main provider; however, it can result in additional Medicare
payments for services furnished at provider-based facilities and
may also increase beneficiaries' coinsurance liabilities.
Compliance with Medicare's transfer policy. The OIG will review
Medicare payments made to hospitals for beneficiary discharges
that should have been coded as transfers and will determine
whether such claims were appropriately processed and paid. The
OIG will also review the effectiveness of the Medicare administrative contractors' claims processing edits used to identify claims
subject to the transfer policy. Pursuant to federal regulations, a
hospital discharging a beneficiary is paid the full DRG amount. In
contrast, a hospital that transfers a beneficiary to another facility is paid a graduated per diem rate, not to exceed the full DRG
payment that would have been made if the beneficiary had been
discharged without being transferred.
Acquisitions of ambulatory surgical centers (ASCs). The OIG will
determine the extent to which hospitals acquire ASCs and convert
them to hospital outpatient departments and will also determine
the effect of such acquisitions on Medicare payments and beneficiary cost sharing. Medicare reimburses outpatient surgical services performed in hospital outpatient departments at a higher
rate than similar services performed in ASCs. Hospitals may be
acquiring ASCs and providing outpatient surgical services in that
setting.
Long-term care hospitals (LTCHs)—Payments for interrupted
stays. The OIG will determine the extent to which Medicare made
improper payments for interrupted stays in LTCHs in 2011 and
will also identify readmission patterns and determine the extent
to which LTCHs readmit patients directly following the interrupted stay periods. LTCHs are generally defined as inpatient
acute care hospitals with an average length of stay greater than
25 days. An interrupted stay occurs when a patient is discharged
from an LTCH for treatment and services that are not available
at the LTCH and is readmitted after a specific number of days.
Interrupted stays in LTCHs cause an adjustment in Medicare
payments. Prior OIG work has identified vulnerabilities in the
CMS's ability to detect readmissions and appropriately pay for
interrupted stays.

.59 The complete 2013 OIG work plan is available at https://oig.hhs.gov/
reports-and-publications/archives/workplan/2013/Work-Plan-2013.pdf.

Recovery Audit Contractors
.60 The Tax Relief and Health Care Act of 2006 made permanent the Medicare Recovery Audit Contractor (RAC) program to identify improper Medicare
payments in all 50 states. RACs are paid on a contingency fee basis, receiving
a percentage of the improper overpayments and underpayments they collect
from providers.
.61 As of June 30, 2012, $1.8 billion had been recovered for federal fiscal
year 2012. Top issues included
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cardiovascular procedures (medical necessity). Medicare pays for
inpatient hospital services that are medically necessary for the
setting billed. Medical documentation for patients undergoing cardiovascular procedures needs to be complete and support all services provided in the setting billed.
minor surgery and other treatment billed as inpatient (medical
necessity). When beneficiaries with known diagnoses enter a hospital for a specific minor surgical procedure or other treatment
that is expected to keep them in the hospital for less than 24
hours, they are considered outpatient for coverage purposes, regardless of the hour they presented to the hospital, whether a
bed was used, and whether they remained in the hospital after
midnight.

.62 In 2011, the CMS released a final rule detailing implementation of a
similar RAC program for Medicaid. States were required to implement Medicaid RACs by January 1, 2012. Some aspects of the Medicaid RAC program
will mirror the Medicare approach. The CMS estimates that RACs will save
the Medicaid program $2.1 billion over the next 5 years.
.63 RAC audits have the potential to result in significant amounts of payment recoupments. In estimating revenues from the Medicare and Medicare
programs, HCOs make estimates of amounts that ultimately will be realized,
considering, among other things, adjustments related to these types of audit exposures. Statement of Position 00-1, Auditing Health Care Third-Party
Revenues and Related Receivables (AICPA, Technical Practice Aids, AUD sec.
14,360), and the Audit and Accounting Guide Health Care Entities provide
relevant guidance for auditors in addressing these matters.

Risk Adjustment Data Validation Audit
.64 The CMS is conducting risk adjustment data validation (RADV) audits
for data submitted by Medicare Advantage health plans. The CMS annually
selects Medicare Advantage organizations for RADV audits. Contract-specific
Medicare Advantage organization RADV audits measure individual Medicare
Advantage organization-level payment error rates related to risk adjustment
data for payment recovery. RADV audits confirm the presence of risk adjustment conditions based on supporting medical record documentation. Although
these audits have been performed since 2006, the CMS did not develop and release its methodology for conducting these audits until February 2012. RADV
audits under the new methodology will begin with the 2011 plan year and will
not be retrospective to 2007.

Medicare and Medicaid
ICD-10 Conversion
.65 The U.S. health care system is scheduled to convert the code sets used
for medical billing purposes from International Classification of Diseases Ninth
Revision (ICD-9) to International Classification of Diseases Tenth Revision
(ICD-10). In August 2012, the CMS delayed the effective date of the ICD-10
changeover by one year. The CMS rules requiring changes to the formats used
for certain electronic transactions and requiring the use of updated standard
code sets for certain diagnoses and procedures will now become effective on
October 1, 2014.
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.66 ICD-10 will affect coding for everyone covered by the Health Insurance
Portability and Accountability Act (HIPAA) of 1996, not just those who submit
Medicare claims. To accommodate the ICD-10 code structure, the transaction
standards used for electronic health care claims were required to be converted
from Version 4010/4010A to Version 5010 as of January 1, 2012. Every standard
has been replaced, from claims to eligibility to referral authorizations.
.67 These transitions require significant capital investment and necessitate system and business changes in HCOs. Implementation and testing efforts are expected to be intense. Because the coding changes affect all areas of
a health care entity's practice and ability to be reimbursed, failure to implement the changes effectively and in a timely manner could result in a material
adverse effect on an HCO's financial position and results of operations due to
possible miscodings, dropped charges, and other errors that could occur. See
the related discussion under the "Accounting for Costs Incurred in Connection
With ICD-10 Conversions" section of this alert.
.68 For information on ICD-10 and Version 5010, visit www.cms.gov/
ICD10.

Electronic Health Record Incentive Payment Programs
.69 In an effort to improve quality, safety, and efficiency of care, the Health
Information Technology for Economic and Clinical Health Act established programs under Medicare and Medicaid to provide incentive payments for the
meaningful use of certified EHR technology.
.70 The Medicare and Medicaid EHR incentive programs will provide incentive payments to eligible professionals (EPs) and hospitals as they adopt,
implement, upgrade, or demonstrate meaningful use of certified EHR technology. Registration in the Medicare program began in January 2011, and the
incentive payments began in May 2011. Registration dates for Medicaid incentive programs are established on a state-by-state basis.
.71 Under the Medicare EHR incentive program, EPs can receive up to
$44,000 over 5 years (with additional incentives for EPs in health professional
shortage areas), or under the Medicaid EHR incentive program, EPs can receive
up to $63,750 over 6 years. The Medicare EHR incentive payment to eligible
PPS hospitals for each payment year is calculated as the product of (a) an
initial amount ($2 million base plus $200 for discharges 1,150–23,000); (b) the
Medicare share; and (c) a transition factor applicable to that payment year.
The Medicaid EHR incentive payment to eligible PPS hospitals leverages the
Medicare EHR incentive payment calculation. Medicare pays critical access
hospitals the reasonable costs for the purchase of certified EHR technology in
an earlier period and at a higher reimbursement rate than they would have
otherwise received.
.72 The implementation of EHR that meets the meaningful use criteria
requires a significant capital investment. If hospitals and EPs are unable to
meet the requirements for participation in the incentive payment program,
they will not be eligible to receive incentive payments that could offset some
of the costs of implementing EHR systems. What's more, for 2015 and later,
Medicare-eligible hospitals that have not successfully demonstrated meaningful use will be penalized with reduced reimbursement from Medicare. Failure
to implement EHR systems effectively and in a timely manner could result in
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a material adverse effect on a health care entity's financial position and results
of operations.
.73 As of May 2012, over 110,000 EPs and 2,400 eligible hospitals have
been paid by the Medicare and Medicaid EHR incentive programs. The 2,400
hospitals that have been paid represent 48 percent of all eligible hospitals and
critical access hospitals. As of July 2012, more than $3.2 billion and $3.1 billion Medicare and Medicaid payments had been made, respectively. Auditors
will need to assess whether these organizations and professionals have appropriately applied accounting principles generally accepted in the United States
of America (GAAP) requirements related to revenue recognition and financial
statement presentation for EHR incentive payments. (See the discussion in
the "Accounting for EHR Incentive Payments" section of this alert.) Doing so
involves understanding the similarities and differences in the point at which
the earnings process is complete based on the differences (a) in the rules that
apply to EPs, PPS hospitals, and critical access hospitals and (b) between the
Medicare and Medicaid incentive payment programs.
.74 Recently, a number of health care providers that have submitted an
attestation for Medicare or Medicaid EHR incentive payments have received
correspondence requesting certain records relating to the attestation, indicating that the CMS has begun to exercise its authority under the American
Recovery and Reinvestment Act of 2009 (ARRA) to audit the attestations. The
CMS's website indicates that Figliozzi & Company has been selected to perform these audits on behalf of the CMS. Letters received from Figliozzi have
requested the following from providers:

r

r

r

r

A copy of the certification from the HHS Office of the National
Coordinator for Health Information Technology for the technology
they used to meet program requirements. This documentation
will likely be used to demonstrate that the entity has adopted,
implemented, or upgraded to a certified EHR technology system,
as required under program rules.
Documentation to support the method (observation services or all
emergency department visits) used to report emergency department admissions. This distinction plays a large role in several of
the program requirements because it determines which patients
were included in the denominator of certain meaningful use core
and menu items.
Supporting documentation with regard to the completion of the
attestation module responses regarding core set objectives and
measures (that is, a report from the EHR system that ties to the
attestation). A hospital might consider, for instance, producing
reports substantiating the encounters that gave rise to the calculation relied upon to successfully attest. Such reports should not
include patient health information.
Supporting documentation with regard to the completion of the
attestation module responses regarding menu set or voluntary
objectives and measures (for example, a report from their EHR
system that ties to the attestation).

.75 To prepare for the CMS audits, the CMS recommends that all providers attesting to receive an EHR incentive payment for either the Medicare or Medicaid EHR incentive programs retain all relevant supporting
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documentation (in either paper or electronic format) used in the completion
of the attestation module responses. Documentation to support the attestation
should be retained for six years postattestation. Documentation to support
payment calculations (such as cost report data) should continue to follow the
current documentation retention requirements. Additionally, providers should
retain all documentation to support their clinical quality measures. This type of
documentation will also be useful audit evidence to external auditors for evaluating management's assertions that they have complied with the meaningful
use criteria.
.76 For further information, visit www.cms.gov/EHRIncentivePrograms/.

Municipal Securities Regulatory Developments
Potential SEC Regulation of the Municipal Securities Market
.77 At present, the SEC's regulatory authority over the municipal market
is limited to enforcement of the antifraud provisions of the federal securities
laws. However, the SEC is expected to ask Congress to provide it with much
broader authority over the municipal securities market. If issuers and conduit
obligors become subject to SEC regulation, it would significantly change the
responsibilities of auditors with respect to their clients' continuing disclosure
documents and offering documents.
.78 On July 31, 2012, the SEC released a study on the municipal securities
market that is expected to be used as the basis for a request to Congress for
extended regulatory authority over the municipal securities market. The report includes a number of potential legislative changes that, if implemented by
Congress, would provide the SEC with additional authority to initiate changes
to improve municipal securities disclosures made by issuers and, in most circumstances, conduit borrowers through regulation. These legislative changes
include the following:

r
r
r
r
r

Eliminating the availability of Securities Act of 1933 and Securities Exchange Act of 1934 (the 1934 Act) exemptions for certain private sector conduit borrowers. Other exemptions, including those for not-for-profit (NFP) entities, would not be eliminated.
Authorizing the SEC to establish the form and content of disclosure documents, including official statements.
Providing a safe harbor from private liability for forward-looking
statements of repeat municipal issuers that satisfy certain conditions.
Permitting the IRS to share information with the SEC that it obtains from returns, audits, and examinations related to municipal
securities offerings, particularly in instances of suspected securities fraud.
Providing a mechanism through trustees or other entities to enforce compliance with continuing disclosure agreements and other
obligations of municipal issuers to protect municipal securities
bondholders.

.79 Independent of the SEC's report, Congress is also considering the
need for regulatory reform of the municipal market. The Dodd-Frank Wall
Street Reform and Consumer Protection Act (Dodd-Frank Act) required the
Government Accountability Office (GAO) to conduct a study that would
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compare the amount, frequency, and quality of disclosures provided by issuers of municipal securities with the amount and frequency of disclosures provided by SEC registrants, taking into
account the differences between those types of entities.
evaluate the costs and benefits of requiring issuers of municipal
bonds to provide additional financial disclosures for the benefit of
investors.
make recommendations relating to disclosure requirements for
municipal issuers, including the advisability of the repeal or retention of the Tower Amendment.

.80 The GAO's report was submitted to Congress on July 19, 2012. To
conduct this work, the GAO reviewed disclosure rules and compared them
with principles for effective disclosure cited by the SEC and the International
Organization of Securities Commissions, surveyed selected experts and market
participants, and interviewed issuers. The study was largely consistent with
the finding of the SEC's report.
.81 The SEC's report is available at www.sec.gov/news/studies/2012/
munireport073112.pdf. The GAO report is available at http://gao.gov/products/
GAO-12-698.
.82 Auditors should monitor these matters and be alert for any proposed developments in this area. To monitor the actions of the SEC related to the municipal securities market, see www.sec.gov/spotlight/municipal
securities.shtml.

Municipal Securities Rulemaking Board Toolkit
.83 SEC Rule 15c2-12, as amended, and associated SEC releases impose
certain requirements on the underwriters of municipal securities. Because of
Rule 15c2-12, obligors of most municipal securities offerings over set dollar
amounts must provide certain disclosure documents when issuing securities
(primary market disclosures), as well as at certain times thereafter (referred
to as continuing disclosures or secondary market disclosures).
.84 To help heath care entities comply with their responsibilities under
Rule 15c2-12 and other municipal securities regulations, in November 2011, the
Municipal Securities Rulemaking Board (MSRB) launched an online toolkit.
As a client service, auditors may want to make auditees that issue municipal
securities aware of the toolkit that includes

r
r
r
r
r

information about the rules governing the financial professionals
that governments typically use to issue municipal debt.
information about the purpose and requirements of the Electronic
Municipal Market Access (EMMA) System website.
instructions for using EMMA.
information about the purpose of the MSRB and its oversight role.
information about receiving future updates related to the MSRB
and EMMA.

.85 More information and access to the toolkit is available at www.msrb
.org/MSRB-For/Issuers/Issuer-Toolkit.aspx.
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Municipal Adviser Rule
.86 The Dodd-Frank Act amended the 1934 Act to require the registration
of municipal advisers with the SEC and to provide for their regulation by the
MSRB, effective October 1, 2010.
.87 Under the Dodd-Frank Act, the term municipal advisers refers to
persons and organizations that provide advice with respect to the issuance of
municipal securities; the investment of bond proceeds; or related financial products, such as derivatives. That definition is much broader than the definition
historically used by the market, and it potentially covers many more individuals and companies. An interim final temporary rule announced the procedure
for the interim registration process in light of the law's October 1, 2010, effective date. Comment letters on the interim rule identified a lack of clarity about
how the definition of municipal adviser would apply to accountants. Concerns
related to the various services that CPA firms provide for entities that issue (or
are conduit obligors) for municipal bonds (for example, financial statement audits, inclusion consent letters, comfort letters, agreed-upon procedures reports
used by underwriters in conducting their due diligence on an offering, and so
on) and whether the performance of those services would subject the firms to
this registration process with the SEC.
.88 In December 2010, the SEC issued proposed rules establishing a permanent registration process for municipal advisers. In the proposed rules, the
SEC did not carve out accountants completely because it stated that some of
the services that may be provided would constitute advice that should require
them to register, such as advice about the structure, timing, terms, and other
similar matters concerning the issuance of municipal securities. Instead, the
SEC acknowledged that some of the services that CPA firms perform, such
as the preparation or audit of financial statements or the issuance of letters
for underwriters by accountants, would not constitute the provision of advice;
hence, they would not have to register if performing only these services.
.89 The interim rule was originally scheduled to expire on December 31,
2011, but on September 21, 2012, it was extended to September 30, 2013. As of
the date of this alert, the SEC had not issued a final regulation resolving the
applicability of the registration requirements to accountants.
.90 Auditors with clients who are issuers or conduit obligors in municipal securities offerings should follow this project and any clarifications ultimately made by the SEC with regard to the municipal advisers definition. For
more information on the proposed rule or to read the AICPA's comment letter to the SEC, please visit www.aicpa.org/Advocacy/Issues/Pages/Municipal
Advisors.aspx.

EMMA
.91 Issuers and obligors are required to file copies of final official statements, as well as information required under continuing disclosure agreements
(typically, annual financial information and notices of significant events), with
the MSRB's EMMA website (www.emma.msrb.org).
.92 An auditor may become aware during a financial statement audit that
an HCO has not complied with its continuing disclosure obligations. In such
situations, the auditor may want to assess the entity's internal control over
making the required filings and follow the guidance in AU-C section 265, Communicating Internal Control Related Matters Identified in an Audit (AICPA,
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Professional Standards). For HCOs that follow Governmental Accounting Standards Board (GASB) standards, such noncompliance may also have a material
indirect effect on the financial statements, and the auditor should consider
the adequacy of the governmental HCO's financial statement disclosure about
the violations and the actions taken to address them, as well as the effect of
nondisclosure on the auditor's report.
.93 Auditors of NFP and governmental HCOs that obtain capital through
the municipal securities market should be mindful that when disclosure documents (including audited financial statements) are posted on EMMA, they are
considered to be widely distributed. This may cause the entity to be regarded
as a public entity for purposes of application of certain FASB guidance, as discussed in the "Determining the Appropriate Reporting Framework (GASB or
FASB)" section of this alert.

IRS Developments
The ACA’s Tax-Exemption Requirements for 501(c)(3) Hospitals
.94 The ACA also added new requirements that 501(c)(3) organizations
must satisfy to maintain the tax-exempt status of their hospital facilities. These
include a new Internal Revenue Code (IRC) Section 501(r) that sets forth the
following four additional requirements that a hospital will be required to meet
to qualify for tax exemption:

r
r
r
r

Adopt and implement written financial assistance and emergency
medical care policies.
Limit charges for emergency or other medically necessary care.
Comply with new billing and collection restrictions.
Conduct a community health needs assessment (CHNA) at least
once every three years.

.95 The first three requirements became effective in tax years beginning
after March 23, 2010. The fourth requirement becomes effective in tax years
beginning after March 23, 2012.
.96 On June 22, 2012, the IRS issued proposed regulations that provide
guidance regarding the first three requirements. (See www.irs.gov/pub/irsdrop/reg-130266-11.pdf.)
.97 The proposed regulations describe

r
r
r
r
r
r
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the information that a hospital must include in its financial assistance policy.
the methods that must be used by a hospital to widely publicize
its financial assistance policy.
the information that must be included in an emergency medical
care policy.
how a hospital determines the maximum amounts it can charge
individuals who are eligible for financial assistance for emergency
and other medically necessary care.
actions that are considered extraordinary collection actions.
the reasonable efforts a hospital facility must make to determine
an individual's eligibility for financial assistance before engaging
in such collection actions.
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.98 IRS Notice 2011-52 (issued on July 25, 2011) had solicited comments
on anticipated regulatory provisions regarding required the CHNA process.
(See www.irs.gov/irb/2011-30 IRB/ar08.html.)
.99 These are not proposed regulations per se but, instead, are indicative
of the IRS's views related to the proposed regulations to be issued at a future
date. The anticipated regulatory provisions would require hospitals to

r
r
r
r

conduct a CHNA of each of its facilities once every three years.
adopt an implementation strategy to meet the community health
needs identified through such CHNA.
take into account input from persons who represent the broad interests of the community served by the hospital facility, including
those with special knowledge of, or expertise in, public health.
make the CHNA widely available to the public.

.100 The Department of the Treasury and the IRS are considering the
comments received in response to Notice 2011-52 and plan to issue proposed
regulations on the CHNA requirements at a future date. Hospital organizations may continue to rely on the anticipated regulatory provisions described
in Notice 2011-52 with respect to any CHNA made widely available to the public and any implementation strategy adopted until six months after the date
further guidance regarding these requirements is issued.
.101 If an organization operates more than one hospital, the requirements
must be met separately for each facility. The organization will not be treated
as exempt under IRC Section 501(c)(3) with respect to any facility for which
the requirements are not separately met.
.102 Beginning in the year that the CHNA requirement becomes effective,
an excise tax penalty of $50,000 will be imposed on any tax-exempt hospital
that fails to satisfy the assessment requirement in a given year. Thus, if a
2-hospital NFP system fails to comply with the requirements at either facility,
it would be subject to a total excise tax of $100,000 in that tax year ($50,000
for each hospital).
.103 It should be noted that the IRC Section 501(r) rules are not currently
applicable to hospitals that are operated as a joint venture between two or
more partners. They are, however, applicable to any hospital operated in a
disregarded entity or any governmental hospital that has been granted IRC
Section 501(c)(3) status (in addition to its status as a governmental organization).
.104 The Form 990 series, including Schedule H, has undergone further
changes in 2011. In particular, part V of Schedule H has been revised to gather
information related to the IRC Section 501(r) requirements. That information
is captured in section B of part V. The information reported in section B of
part V will be used by the IRS to evaluate hospitals' compliance with the
new requirements (and, thus, retain their tax-exempt status). An NFP HCO's
failure to maintain its tax-exempt status could have serious tax consequences
and affect both its financial statements and related disclosures, and it could
possibly require modification of the auditor's report. Failure to comply with tax
laws and regulations could have either a direct effect on the determination of
financial statement amounts or an indirect effect on the financial statements
that would require appropriate disclosures.
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Audit and Accounting Developments
The Clarity Project
Introduction
.105 With the release of Statement on Auditing Standards (SAS) Nos.
122–126, the Auditing Standards Board (ASB) has substantially completed its
project to redraft all the SASs that are codified in AICPA Professional Standards). The issuance of the clarified standards reflects the ASB's established
clarity drafting conventions designed to make the standards easier to read, understand, and apply. Among other improvements, generally accepted auditing
standards (GAAS) now specify more clearly the objectives of the auditor and
the requirements with which the auditor has to comply when conducting an
audit in accordance with GAAS.
.106 As the ASB redrafted the standards for clarity, it also converged the
standards with the International Standards on Auditing (ISAs) issued by the
International Auditing and Assurance Standards Board.
.107 Although the purpose of redrafting the auditing standards is for
clarity and convergence, not to create additional requirements, auditors will
need to make some adjustments to their practices as a result of this project.

Effective Date
.108 The clarified standards generally will be effective for audits of financial statements for periods ending on or after December 15, 2012. Thus,
the clarified standards will be effective for calendar year 2012 and fiscal year
2013 audits. The 2012 edition of the Audit and Accounting Guide Health Care
Entities has been updated to incorporate the clarity standards.

Impact of the Clarity Project
.109 The revisions to GAAS, although extensive, do not create many substantial requirements or change many existing requirements. Most are consistent with existing GAAS. Some, however, do contain significant changes from
the extant1 standards and require auditors to prepare accordingly.
.110 To assist you in the transition, the following paragraphs highlight
some important steps you can take to start preparing for the clarified standards
and to minimize the impact of the transition on your firm and clients.
.111 First, familiarize yourself with the clarified standards, including
the application material, appendixes, and exhibits. The ASB has redrafted its
Statements on Quality Control Standards and SASs using a drafting convention called the clarity format. This new format is clear, consistent, and easy to
understand.2
.112 The clarity format presents each standard in these categories:

r

Introduction. The introduction explains the purpose and scope of
the standard.

1
The term extant is used throughout this Audit Risk Alert in reference to the standards that
are superseded by the clarified standards.
2
The Auditing Standards Board is also clarifying the attestation standards, and the Accounting
and Review Services Committee is clarifying the compilation and review standards following this
format.
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Objective. The objective defines the context in which the requirements are set.
Definitions. The "Definitions" section, included when relevant, explains specific meanings of terms in the standard.
Requirements. The requirements set out what the auditor is required to do to achieve the objective of the standard. Requirements
are expressed using the words "the auditor should" or "the auditor
must."
Application and other explanatory material. "Application and
Other Explanatory Material" paragraphs are cross-referenced to
the requirements and provide further explanation of, and guidance for, carrying out the requirements of the standard. These
paragraphs are an integral part of the standard, and the auditor
is required to read and understand the entire text of the standard,
including these paragraphs, in order to understand the objectives
of the standard and apply its requirements properly.

.113 Other clarity drafting conventions include the following:

r
r
r

When appropriate, special considerations relevant to audits of
smaller, less complex entities within the text of the standard
When appropriate, special considerations relevant to audits of
governmental entities within the text of the standard
Formatting techniques, such as bullet lists, to enhance readability

.114 After reviewing the standards and becoming familiar with the
changes, identify the timing for transitioning the clarified standards for each
engagement. For example, several new requirements may involve planning
discussions with the client, some may affect interim testing and other fieldwork, and some may require changes to the report. Steps your firm can take to
implement the standards may include the following:

r
r

Appoint a person or team to be in charge of the transition.

r
r

Provide training for all audit staff.

r

Consider establishing small task forces of staff at different levels
to develop revisions to the firm's audit methodologies.
Review your client base to determine those clients who will be
affected first.
Provide an overview of how the audit engagement may change for
key client personnel.

.115 In addition to determining any changes necessary to audit procedures
and training in accordance with your firm's quality control procedures, you will
need to revise firm guidance and audit methodology to refer to the clarified
standards. The effort required for these revisions will depend on the level of
detail of such references in your firm's methodology.
.116 The AICPA Audit Risk Alert Understanding the Clarified Auditing
Standards (product no. ARACLA12P) identifies the substantive and clarifying
changes in requirements from the Clarity Project and includes a mapping
schedule tracking the extant standards to the clarified standard.
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Group Audits
.117 A significant change of the Clarity Project relates to group audits
that involve the audit of group financial statements. AU-C section 600, Special
Considerations—Audits of Group Financial Statements (Including the Work
of Component Auditors) (AICPA, Professional Standards), expands previous
guidance related to using the work of other auditors to encompass audits of
group financial statements. The new standard introduces a number of new
terms, concepts, and requirements related to group audits that will significantly affect current practice. Because the new standard is much broader than
previous guidance and effective for audits of group financial statements for
periods ending on or after December 15, 2012, it is important for auditors to
fully understand its requirements.
.118 The following questions and answers point out some of the major
changes in the new standard that may assist auditors in recognizing when
they are involved in an audit of group financial statements:

r
r

r

r

r
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What are group financial statements? Group financial statements
include the financial information of more than one component. The
concept of group financial statements is broader than consolidated
or combined financial statements.
What is a component? A component is an entity or a business activity for which group or component management prepares financial
information that is required to be included in the group financial
statements. It is a broader concept than in previous guidance and
may include, but is not limited to, subsidiaries, geographical locations, divisions, investments, products or services, functions, or
processes.
Does an other auditor audit components, and does the principal
auditor audit the group financial statements? The auditor who performs work on the financial statements or financial information of
a component is now referred to as the component auditor rather
than an other auditor. The auditor of the group financial statements, which encompasses the firm and group engagement team,
including the group engagement partner, replaces the concept of
the principal auditor. A member of the group engagement team
may perform work on the financial information of a component
for the group audit at the request of the group engagement team.
When this is the case, such a member of the group engagement
team is also a component auditor.
Do the requirements change for making reference to the work of
other auditors? The new standard better articulates the degree of
involvement required when reference is made to component auditors in the auditor's report on the group financial statements.
It establishes three explicit conditions that are necessary for the
group engagement partner to make reference to a component auditor in the auditor's report on the group financial statements.
Additionally, the new standard establishes requirements that apply to all group audits, regardless of whether reference is made to
the work of the component auditor.
Are new procedures required when assuming responsibility for the
work of other auditors? Provisions of the new standard apply to
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all group audits, regardless of whether reference is made to the
work of the component auditor. The new standard specifically
articulates the procedures necessary for the group engagement
team to perform in order to be involved with component auditors
to the extent necessary for an effective audit. Additional specific
procedures are applicable when the auditor of the group financial
statements assumes responsibility for the work of a component
auditor.

Considerations Specific to Audits of State and Local Governments
.119 GASB standards contain requirements for what is to be included
in the state and local government financial reporting entity. Accordingly, the
financial statements of state and local governments may include different legal entities or business activities and may have highly decentralized financial
accounting or reporting systems. Furthermore, many of the different legal entities and business activities included in the governmental financial reporting entity may issue separate audited financial statements that are incorporated into the state or local government's basic financial statements. Therefore,
AU-C section 600 will likely apply to many audits of state and local governments. The "Application and Other Explanatory Material" section of AU-C
section 600 includes several references to requirements of AU-C section 600
that may warrant special consideration when auditing state and local governments. The AICPA Audit and Accounting Guide State and Local Governments
provides guidance to assist auditors in auditing and reporting on state and local government financial statements in accordance with GAAS. The guide will
be updated for the clarity SASs, including the requirements of AU-C section
600, in 2013.
.120 Some aspects of the group audit standards may warrant special
consideration when auditing state and local governments, including health care
entities. For example, terms used in AU-C section 600 are defined differently
than certain similar terms used in GASB literature, such as component versus
component unit and business activity versus business-type activity.
.121 The new Audit Risk Alert Understanding the Responsibilities of Auditors for Audits of Group Financial Statements (product no. ARAGRP12P)
summarizes the new standard and provides implementation guidance for the
auditor of the group financial statements. The 2013 edition of the AICPA Audit
and Accounting Guide State and Local Governments will provide additional
governmental-specific guidance for implementing the group audits standard.

Audit Risks Arising From Current Economic Conditions
.122 Considering that health care executives and their boards are under
increasing pressure to understand and control the risks facing their entities
while facing intense pressure to improve performance, reduce operating costs,
and maximize revenue inflows, some risks that may affect a health care entity
in the current economic environment are as follows:

r
r
r
r

Collectibility of receivables
Potentially erroneous or fraudulent activity due to decreased
staffing and the resurgence of business activity
Marginally achieving explicitly stated strategic objectives
Rising costs
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Violations of an entity's policies
Violations of regulatory requirements
Industry trend toward consolidations
Widespread changes to IT systems

.123 Although these risks are not new to the health care industry, current
economic times bring additional risks for performance. Stringent new coding
requirements, significant capital investments in IT, and expanding service
requirements all put additional strain on an entity.
.124 Health care reform imposes additional costs on HCOs to comply with
EHR requirements, demonstrate quality, and enter into strategic alliances with
other organizations. Such costs are expected to put further downward pressure
on hospital margins over the next few years. As margins decline, cash flows
available to HCOs will decline. For entities that apply FASB standards, this
could lead to lower fair values and a higher likelihood of failing impairment
tests. These pressures, coupled with the rapidly changing nature of the health
care industry and the complexities of asset impairment testing will require that
auditors critically assess the assumptions used in their clients' impairment
analyses.
.125 As noted in paragraph .A1 of AU-C section 330, Performing Audit
Procedures in Response to Assessed Risks and Evaluating the Audit Evidence
Obtained (AICPA, Professional Standards), overall responses to address the
assessed risks of material misstatement at the financial statement level may
include

r
r
r
r
r

emphasizing to the audit team the need to maintain professional
skepticism.
assigning more experienced staff or those with specialized skills
or using specialists.
providing more supervision.
incorporating additional elements of unpredictability in the selection of further audit procedures to be performed.
making general changes to the nature, timing, or extent of audit
procedures (for example, performing substantive procedures at
period-end instead of at an interim date or modifying the nature
of audit procedures to obtain more persuasive audit evidence).

.126 Auditors are cautioned to consider all facts and circumstances in
evaluating the ability of an entity to continue as a going concern. Recurring
operating losses, working capital deficiencies, loan defaults, tightening credit,
loss of key customers or suppliers, and litigation proceedings all affect the ability of an entity to endure increasing hardships caused by the slowly recovering
economy.

Audit Implications of Industry Consolidation
.127 The health care industry is undergoing consolidation in reaction
to the pressures on health care providers and payors brought about by the
ACA. Hospital systems are acquiring physician practices and other outpatient
and subacute providers to position themselves for readmission, bundling, and
other payment restructuring. Similarly, payors are consolidating and acquiring
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disease management service providers in an effort to offer more competitive
programs.
.128 The auditing and accounting issues that arise out of mergers and
acquisitions are numerous and varied. Auditors need to carefully consider the
individual circumstances of the client to identify those issues and then develop
an appropriate audit strategy. Examples of some of the issues that should be
considered by auditors include the following:

r

r

r
r

r

Careful consideration should be given to management's accounting for the business combination to ensure that all relevant GAAP
has been considered, including that related to recognition of noncontrolling interests, if appropriate. The accounting principles
that apply will vary based on whether the reporting entity applies FASB for-profit standards for combinations (FASB ASC 805,
Business Combinations); FASB NFP standards for combinations
(FASB ASC 958-805); or GASB standards. Auditors of governmental HCOs involved in combinations should also see "On the
Horizon" section of this alert for a discussion of GASB's project on
governmental combinations.
Transactions may involve complex valuation issues. For the more
complex areas of asset or liability valuation, auditors may consider
using a valuation specialist. Auditors relying on such information
should consider the guidance set forth under AU-C section 620,
Using the Work of an Auditor's Specialist (AICPA, Professional
Standards).
With consolidation comes dramatic change in the structure of an
entity. Auditors should consider the impact of such changes on
their client's internal control when making the assessment of control risk.
The acquisition of an entity by one party may mean another party
has disposed of a business segment. Accordingly, auditors of the
selling party should consider whether management has followed
the appropriate accounting and disclosure requirements. Audit
risk may be significant for discontinued operations involving an
extended phase-out period. Auditors should give careful consideration to management's estimates when the disposal date of the
segment occurs after year-end.
Auditors should consider whether the continued industry trend
toward consolidation represents a fraud risk factor that should be
considered in the assessment of the risk of material misstatement
due to fraud under AU-C section 240, Consideration of Fraud in
a Financial Statement Audit (AICPA, Professional Standards).

Audit Implications of Systems Changes
.129 A number of HCOs will be focusing on addressing and implementing
new CMS rules related to EHR technology, as well as the changeover of systems
to utilize ICD-10 codes. See the related discussions in the "Electronic Health
Record Incentive Payment Programs" and the "ICD-10 Conversion" sections of
this alert. Compliance with these regulatory changes may require a multiyear
effort, with the potential for significant resource outlays related to acquiring
new computer systems or making significant modifications to existing systems.
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.130 Auditors should be alert for risks relevant to financial reporting that
can arise or change due to new systems or significant changes. Auditors should
also consider whether costs associated with these efforts have been appropriately capitalized or expensed in accordance with the guidance in FASB ASC
350-40. A key aspect is evaluating management's assertions about whether
certain changes result in additional functionality (and, thus, should be capitalized rather than expensed). For a discussion of that issue specific to ICD-10
conversions, see the "Accounting for Costs Incurred in Connection With ICD-10
Conversions" section of this alert.

Service Organizations
.131 Many HCOs use service organizations (such as bank trustees, payroll
processing companies, or benefit plan administrators) to process transactions.
Often, SAS No. 70 type 2 reports were obtained and used by the auditor to reduce the amount of substantive testing required. These reports were prepared
by service auditors based on guidance in SAS No. 70, Service Organizations
(AICPA, Professional Standards, AU sec. 324). The guidance for service auditors previously included in AU section 324 has been moved to the attestation
standards in AT section 801, Reporting on Controls at a Service Organization
(AICPA, Professional Standards). Effective for periods ending on or after June
15, 2011, reports issued by service auditors are now prepared in accordance
with Statement on Standards for Attestation Engagements (SSAE) No. 16, Reporting on Controls at a Service Organization (AICPA, Professional Standards,
AT sec. 801).
.132 Similar to SAS No. 70 reports, SSAE No. 16 reports (also referred
to as service organization control [SOC] 1 reports) are specifically intended to
meet the needs of the entities that use service organizations (user entities)
and the CPAs who audit the user entities' financial statements (user auditors)
in evaluating the effect of the controls at the service organization on the user
entities' financial statements. User auditors use these reports to plan and
perform audits of the user entities' financial statements. There are two types
of reports for these engagements:

r
r

Type 1. Report on the fairness of the presentation of management's description of the service organization's system and the
suitability of the design of the controls to achieve the related control objectives included in the description as of a specified date.
Type 2. Report on the fairness of the presentation of management's
description of the service organization's system and the suitability of the design and operating effectiveness of the controls to
achieve the related control objectives included in the description
throughout a specified period.

.133 Use of these reports is restricted to management of the service organization, user entities, and user auditors.
.134 A new requirement in SSAE No. 16 that was not included in SAS No.
70 is the requirement for the service auditor to obtain a written assertion from
management of the service organization about the fairness of the presentation
of the description of the service organization's system and the suitability of the
design. In a type 2 engagement, the assertions must also address the operating
effectiveness of the controls. Those assertions will either accompany the service
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auditor's report or be included in the description of the service organization's
system.
.135 The guidance in AU section 324 for user auditors continues to be
effective until AU-C section 402, Audit Considerations Relating to an Entity
Using a Service Organization (AICPA, Professional Standards), becomes effective for audits of financial statements for periods ending on or after December
15, 2012.

Timing Considerations
.136 If the user auditor plans to use a type 2 SOC 1 report as audit
evidence that controls at the service organization are operating effectively, the
amount of time elapsed since the tests of controls needs to be considered. The
SOC 1 report may be for a period that precedes or is subsequent to the period
under audit or may overlap a portion of the period under audit. If the portion
of the audit period that is not covered by the service auditor's tests of operating
effectiveness (the gap period) is significant, the less audit evidence the tests of
operating effectiveness may provide. When there is overlap of the two periods,
an additional type 2 SOC 1 report covering the preceding or subsequent period
may provide additional audit evidence. In other cases, when there is little or
no overlap, and another SOC 1 report is not available, the user auditor may
consider the need to perform or use another auditor to perform tests of controls
at the service organization. If the period covered by the testing in the SOC 1
report is completely outside the period under audit, the user auditor should
not rely on such tests as support for control risk reduction because they do not
provide evidence of the operating effectiveness of controls during the period
under audit. The user auditor should consider the following relevant factors
when determining the nature and extent of the additional evidence that is
needed to update a type 2 SOC 1 report:

r
r
r
r
r
r

The significance of the assessed risks of material misstatement at
the assertion level
The specific controls that were tested during the period covered
by the type 2 SOC 1 report and significant changes to them since
they were tested, including changes in the information systems,
processes, and personnel
The degree to which audit evidence about the operating effectiveness of those controls was obtained
The length of the remaining period
The extent to which the user auditor intends to reduce further
substantive procedures based on the reliance on controls
The effectiveness of the control environment and related monitoring controls at the user entity

.137 If testing controls is not an effective or efficient approach for the
user auditor, management of the user entity may consider requesting that the
service organization have the service auditor perform the necessary update
testing. Basically, the user auditor can only rely on the results of tests of
the operating effectiveness of controls when he or she believes there has been
sufficient testing to achieve the necessary audit evidence for the entire period
under audit.

ARA-HCO .137

P1: irk
ACPA252-01

aicpa-aag.cls

November 26, 2012

30

15:30

Audit Risk Alert

Accounting for EHR Incentive Payments
Healthcare Financial Management Association Issue Analysis
.138 In December 2011, the Principles and Practices Board of the Healthcare Financial Management Association (HFMA) published an issue analysis,
Medicare Incentive Payments for Meaningful Use of Electronic Health Records:
Accounting and Reporting Developments, that provides nonauthoritative accounting guidance for PPS acute-care hospitals receiving Medicare incentive
payments for meaningful use of EHR.
.139 According to the HFMA, SEC-registered hospital companies are evaluating income recognition for the incentive payments using a gain contingency
model, whereas most other hospitals are evaluating income recognition using
a grant accounting model. These models are briefly subsequently described. If
an SEC registrant choses to apply any model other than a gain contingency
model, consultation with the SEC staff is strongly recommended.
.140 The issue analysis focuses on PPS hospitals. Although different reimbursement methods apply to critical-access hospitals and eligible physicians,
the general concepts in the issue analysis may also be useful to auditors in
evaluating incentive payment income recognition for those types of providers.
However, given the different reimbursement methodology for critical-access
hospitals, the revenue recognition model could be different and is still being
evaluated.
.141 The issue analysis cautions that EHR incentive-payment accounting
is an area of practice that is just starting to emerge and recommends entities
discuss accounting for the incentive payments with their independent auditors
as soon as possible.

Grant Accounting Model
.142 As explained in the issue analysis, International Accounting Standard (IAS) No. 20, Accounting for Government Grants and Disclosures of Government Assistance, applies to situations when hospitals should recognize
revenue when there is reasonable assurance they complied with the grant
requirements during the applicable reporting period, and accurate estimates
of the incentive revenue are possible. As stated in the issue analysis, IAS No.
20 provides two methods of revenue recognition:

r
r

Cliff recognition. A hospital recognizes income after the EHR reporting period has ended, and it has complied with the meaningful
use measurements.
Ratable recognition. A hospital recognizes income ratably over
the reporting period once it has reasonable assurance it will successfully comply with the minimum number of meaningful use
objectives over the EHR reporting period.

.143 The analysis explains that reasonable assurance is a matter of judgment that will depend on an individual hospital's particular facts and circumstances. Furthermore, it is management's responsibility to determine when it
is reasonably assured the hospital has complied with meaningful use requirements.
.144 The issue analysis suggests that hospitals consider a number of
factors in making the reasonable assurance decision, including

ARA-HCO .138

P1: irk
ACPA252-01

aicpa-aag.cls

November 26, 2012

r
r
r

15:30

31

Health Care Industry Developments—2012/13

how long they have used EHR technology.
whether they are going beyond the basic requirements to qualify
for minimum use.
how far along they are in implementing a computerized physician
order entry.

Gain Contingency Model
.145 In the gain contingency model, the issue paper states that all significant contingencies should be resolved prior to recognizing any income, and
hospitals may not recognize income for incentive payments until after they
have successfully complied with meaningful use criteria during the entire EHR
reporting period.
.146 Because a hospital's year-end may not coincide with the federal fiscal
year-end, and the incentive is based on discharges for the applicable fiscal yearend, some hospitals may have to defer income on incentive payments they have
already received.

Presentation and Disclosure—Grant Model
.147 For entities that apply the grant model, the issue analysis also discusses considerations related to income statement classification of the income.
Those considerations will differ based on whether the hospital is a privately
held investor-owned entity, an NFP entity, or a governmental entity. (Because
they do not apply the grant model, SEC-registered hospitals were excluded
from this discussion in the issue analysis.)
.148 According to the issue analysis, incentive payments should not be
reported as part of patient service revenue. Among private sector entities, some
entities may conclude it is appropriate to report such payments as a component
of "Other Operating Revenue," but others may view incentive payments as
peripheral and incidental to the hospital's ongoing central activities and, thus,
classify the income as nonoperating. Whatever geographical location is selected
for this separate presentation should be consistently applied throughout the
periods the hospital receives incentive payments and clearly disclosed in the
notes to the financial statements.
.149 For governmental hospitals, the issue analysis views incentive payments as exchange or exchange-like transactions (rather than nonexchange
transactions, such as subsidies); therefore, the incentive payments would be
reported as operating revenue (but presented separately from patient service
revenue).
.150 Disclosures made should include a general description of the incentive program; the accounting method of recognition selected; contingencies; and
the fact that the amount recognized is an estimate that is subject to change,
with such changes recorded in the period in which they occur. Additionally, the
hospital should disclose that the amounts recorded are subject to audit by the
federal government or its designee.
.151 The issue analysis can be downloaded from www.hfma.org/Temp
lates/InteriorMaster.aspx?id=30247.
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Accounting for Medicaid EHR Incentive Payments
.152 The federal ARRA program also provided funding to health care
providers through Medicaid EHR payment incentives for providers that achieve
published meaningful use criteria. Payments are administered by each state's
Medicaid program under rules adopted by each state under the umbrella of
the federal program. Accounting for these payments is based on the state program provisions, giving consideration to the principles elected for use for Medicare EHR program payments: the grant accounting model or gain contingency
model, appropriately modified for differences between the Medicare provisions
and state program provisions. The accounting methodology followed should be
disclosed.

Accounting for Costs Incurred in Connection
With ICD-10 Conversions
.153 As discussed in the "ICD-10 Conversion" section of this alert, in
2014, the U.S. health care system is scheduled to transition from ICD-9 code
sets used for medical billing purposes to ICD-10. ICD-10 expands the number
of available codes from 24,000 to more than 155,000.
.154 Significant costs are being incurred by health care entities in connection with acquiring new software or modifying existing software to comply with
the October 1, 2014, deadline for conversion. In evaluating the requirements
of FASB ASC 350-40, as they apply to modifications of existing software, questions have been raised about whether ICD-10-related upgrades and changes
enable the software to perform tasks it was previously incapable of performing
(additional functionality). In accordance with FASB ASC 350-40, if it is probable that the costs incurred provide additional functionality, then certain of
those costs incurred in connection with the conversion would be capitalizable.
Costs incurred during the preliminary project stage, as well as training costs,
would be expensed in accordance with FASB ASC 350-40.
.155 Governmental health care entities are dealing with similar questions. Those entities account for internal-use software based on the requirements in paragraphs 9–15 of GASB Statement No. 51, Accounting and Financial Reporting for Intangible Assets. Those requirements are similar to
the requirements in FASB ASC 350-40; modifications of existing software are
capitalized or expensed based on a determination of whether the modification
results in an increase in the functionality or efficiency of the existing computer
software or an extension of the estimated useful life of that software.
.156 In July 2012, the AICPA issued Technical Questions and Answers
(TIS) section 6400.48, "Accounting for Costs Incurred During Implementation
of ICD-10" (AICPA, Technical Practice Aid). TIS section 6400.48 discusses specific facts and circumstances an entity should consider in evaluating whether
modifications to its software results in additional functionality. It also discusses considerations related to accounting for the costs associated with business process reengineering projects that often accompany large-scale IT system
changes. TIS section 6400.48 can be downloaded from the AICPA's "Recently
Issued Technical Practice Aids" Web page at www.aicpa.org/InterestAreas/
FRC/Pages/RecentlyIssuedTechnicalQuestionsandAnswers.aspx.
.157 It is important for entities to capture costs and maintain appropriate documentation to support their assertion regarding which costs should be
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expensed versus capitalized, as described in TIS section 6400.48, FASB ASC
350-40, and GASB Statement No. 51.

Implementation of Accounting Standards Update No. 2011-07
.158 In February 2012, the AICPA released TIS section 6400.47, "Application of Accounting Standards Update No. 2011-07, Presentation and Disclosure
of Patient Service Revenue, Provision for Bad Debts, and the Allowance for
Doubtful Accounts for Certain Health Care Entities, in Consolidated Financial
Statements" (AICPA, Technical Practice Aids), to address certain implementation issues associated with Accounting Standards Update (ASU) No. 2011-07,
Health Care Entities (Topic 954): Presentation and Disclosure of Patient Service
Revenue, Provision for Bad Debts, and the Allowance for Doubtful Accounts for
Certain Health Care Entities (a consensus of the FASB Emerging Issues Task
Force).

Implementation of ASU No. 2010-24
.159 ASU No. 2010-24, Health Care Entities (Topic 954): Presentation of
Insurance Claims and Related Insurance Recoveries (a consensus of the FASB
Emerging Issues Task Force), which was effective for fiscal years beginning after December 10, 2010, addresses diversity in practice related to the accounting
by nongovernmental health care entities for medical malpractice claims and
similar liabilities and their related anticipated insurance recoveries. Historically, most health care entities only reported liabilities related to malpractice
claims that were not covered by insurance (in effect, netting anticipated insurance recoveries against the related accrued liability). This was consistent with
the widespread practice within the health care industry whereby, for a covered
claim, the insurer often handles all aspects of claims payments directly (rather
than reimbursing a claim payment made by the HCO itself). The amendments
in ASU No. 2010-24 are consistent with the guidance on netting receivables
and payables in FASB ASC 210-20 that is more broadly applicable for entities
in other industries and that does not permit offsetting conditional or unconditional liabilities with anticipated insurance recoveries from third parties.
.160 ASU No. 2010-24 clarifies that a nongovernmental health care entity
should not net insurance recoveries against a related claim liability, and the
claim liability should be determined without consideration of insurance recoveries. In addition, the ASU explicitly applies to contingent liabilities other than
malpractice (for example, workers' compensation arrangements).
.161 FASB ASC 954, Health Care Entities, requires health care entities
to estimate and accrue legal costs expected to be incurred in connection with
a malpractice claim in the period the incident arises. Implementing ASU No.
2010-24 does not cause an entity to change its accounting for legal costs associated with contingencies other than medical malpractice liabilities. The decision
to expense such costs in the period they are actually incurred or estimating the
costs in the period the incident arises is a policy election.
.162 The amendments in ASU No. 2010-24 will not be applied by governmental health care entities. As discussed in paragraph 15.87 of the 2012
edition of the AICPA Audit and Accounting Guide Health Care Entities, under
GASB standards, an estimated loss from a claim is not accrued if risk has been
transferred to an unrelated third party (for example, through insurance). This
is essentially the same as the guidance applied by private sector entities prior
to their adoption of ASU No. 2010-24.

ARA-HCO .162

P1: irk
ACPA252-01

aicpa-aag.cls

34

November 26, 2012

15:30

Audit Risk Alert

.163 In October 2012, the AICPA issued the following TIS sections to
assist practitioners in dealing with several issues that have been raised in
connection with the application of ASU No. 2010-24:

r
r
r
r

TIS section 6400.49, "Presentation of Claims Liability and Insurance Recoveries—Contingencies Similar to Malpractice" (AICPA,
Technical Practice Aids)
TIS section 6400.50, "Accrual of Legal Costs Associated With Contingencies Other Than Malpractice" (AICPA, Technical Practice
Aids)
TIS section 6400.51, "Presentation of Insurance Recoveries When
Insurer Pays Claims Directly" (AICPA, Technical Practice Aids)
TIS section 6400.52, "Insurance Recoveries From Certain Retrospectively Rated Insurance Policies" (AICPA, Technical Practice
Aids)

Determining the Appropriate Reporting Framework
(GASB or FASB)
.164 The Audit and Accounting Guide Health Care Entities applies to both
private sector and governmental entities. Questions sometimes arise regarding
the appropriate reporting framework an entity should be following (that is,
the standards of GASB or FASB). In answering these questions, consideration
needs to be made about whether the entity meets the definition of a government.
.165 The following definition is included in various AICPA Audit and
Accounting Guides, including State and Local Governments, Not-for-Profit Entities, and Health Care Entities: public corporations and bodies, corporate and
politic, are governmental entities. Other entities are governmental if they have
one or more of the following characteristics:

r
r
r

Popular election of officers or appointment or approval of a controlling majority of the members of the entity's governing body by
officials of one or more state or local governments
The potential for unilateral dissolution by a government, with the
net assets reverting to a government
The power to enact and enforce a tax levy

.166 Health care entities are determined to be governmental or nongovernmental for accounting, financial reporting, and auditing purposes based
solely on the application of the preceding criteria; other factors are not determinative. For example, neither the fact that a health care entity is incorporated as
an NFP corporation nor the fact that it is exempt from federal income taxation
under the provisions of IRC Section 501 is relevant in determining whether an
entity is governmental or nongovernmental for accounting, financial reporting,
and auditing purposes. If a state or local governmental entity appoints a controlling majority of an NFP health care entity's governing board (or if any of the
other criteria previously described are met), the health care entity is required
to apply GASB standards.
.167 Auditors need to be aware of the preceding definition for the purpose
of determining whether clients are following the proper reporting framework,
especially when taking on new clients. In practice, some entities have not
been aware of the preceding definition and, ultimately, may have followed the
incorrect reporting framework.
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New and Revised Requirements Under GASB Statement No. 61
.168 In December 2010, GASB issued GASB Statement No. 61, The Financial Reporting Entity: Omnibus—an amendment of GASB Statements No.
14 and No. 34. Under the governmental financial reporting model, a primary
focus is on whether one organization is financially accountable for another.
Neither GASB Statement No. 61 nor GASB Statement No. 14, The Financial
Reporting Entity, explicitly address evaluating financial accountability in situations involving legal ownership (that is, when a governmental entity owns, or
is the sole corporate member of, a for-profit or NFP corporation). Because such
ownership structures are frequently used by governmental HCOs, auditors
should carefully consider the impact of GASB Statement No. 61's amendments
when evaluating a client's assertions regarding the inclusion or display of legal
subsidiaries, particularly with respect to whether those subsidiaries qualify for
presentation as blended component units.

Clarification of Substantively the Same Governing Body Criteria
.169 Because many governmental HCOs have more complicated corporate
structures than other governmental entities, such as municipalities, there has
been diversity in practice about whether and how to report corporations that
HCOs created or acquired. Prior to the issuance of GASB Statement No. 61,
some viewed having control of the corporation's governing board as equivalent
to having substantively the same governing body. Often this was based on
footnote 7 of GASB Statement No. 14 that indicates that the point of the
substantively the same criteria is to provide one government with complete
control of the component unit's activities (or, as amended, to preclude the
component unit's ability to override decisions of the primary government).
.170 GASB clarified its views on the concept of control in paragraph 44 of
appendix B, "Basis for Conclusions," of GASB Statement No. 61 by stating that
[t]he notion of control as the foundation for the governmental financial
reporting entity was considered during deliberations leading to Statement 14 and rejected in favor of the financial accountability concept
because 'control' is difficult to assess in the governmental environment and likely would be inconsistently applied and ineffective. The
Board has the reaffirmed the Statement 14 blending principle in this
Statement.
Therefore, GASB has clarified that having legal control of the governing board
of another organization is not analogous to having substantively the same governing body as the other organization. This clarification will result in some
primary governments (that is, those that considered the concept of control as
being relevant to the blending assessment) to report previously blended component units as discretely presented component units (that is, the component
units will have to be deblended).

Exclusive Benefit Criterion
.171 Some governmental HCOs historically may have utilized a blended
presentation for certain component units based on GASB Statement No. 14's
exclusive benefit criterion. Under GASB Statement No. 14, blending has been
required if a component unit provides services entirely or almost entirely to
the primary government or otherwise exclusively or almost exclusively benefits
the primary government even though it does not provide services directly to
it. That criterion remains unchanged by GASB Statement No. 61. There has
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been some confusion in practice on this criterion because it relates to certain
organizations that provide services to those external to the primary government
(for example, certain business-type activities such as HCOs). Paragraph 51 of
appendix B of GASB Statement No. 61 explains that GASB's intent is that the
exclusive benefit blending criterion is referring to services that are provided to
the primary government itself, not those that are provided entirely or almost
entirely to parties external to the government. It is GASB's view that because
parties external to the government derive a benefit from the services provided,
the component unit does not exclusively or almost exclusively serve or benefit
the primary government. The clarifications made in GASB Statement No. 61
provide more insight about GASB's view of the exclusive benefit criterion, thus
clarifying that providing services to external parties, such as patients, would
not meet the exclusive benefit criterion for blending. However, such an entity
could still be blended if it met any of the other blending criteria. Thus, preparers
should carefully consider any currently blended component units under the new
criteria set forth in GASB Statement No. 61.

Considerations for Deblended Component Units
.172 Implementation of GASB Statement No. 61 will mean that some
governmental HCOs may need to change their reporting of certain blended
component units to instead present them as discretely presented component
units (that is, the component units must be deblended). In some cases, this will
have significant, pervasive ramifications for the basic financial statements.
For example, in a governmental health care system that has been developed
through acquisitions of NFP facilities, the majority of the core operations may
be conducted in corporations that are controlled by the primary government
(for example, as the sole corporate member of the NFP corporations). Historically, these corporations may have been blended so that the entire operation is
presented in a single column, similar to how a private sector corporation would
report. In such situations, it is possible that a majority of the health system's
operations will be shifted out of the primary government statements into a
discretely presented component unit column.
.173 Preparers and auditors that are faced with these deblending situations should consider the following:

r

r
r
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Unlike blended component units that are presented as part of the
primary government, discretely presented component unit data
should be presented in a column or columns on the face of the
financial statements separate from the financial data of the primary government. Consideration should be given to GASB's major
component unit disclosures (paragraphs 50–51 of GASB Statement No. 14 and paragraphs 126–128 of GASB Statement No. 34,
Basic Financial Statements—and Management's Discussion and
Analysis—for State and Local Governments).
If significant operations are shifted to the component unit column, preparers might consider reporting an optional total entity
column to provide financial statement users with a more complete
picture of the total operations.
GASB Statement No. 61 also imposes new requirements related
to reporting equity interests in discretely presented component
units. If the new discretely presented component unit is a forprofit entity, the equity interest should be displayed as an asset
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r

r

within the reporting government's balance sheet (for example, as
"investment in ABC Corporation").
Any disclosures provided for discretely presented component units
should be clearly segregated from information about the primary
government. Determining which discretely presented component
unit disclosures are essential to fair presentation is a matter of
professional judgment and should be done on a component-bycomponent unit basis. Judgment should be applied in evaluating whether any information or amounts previously included in
the notes related to that entity should be eliminated from the
notes. If the entity is subject to a municipal securities continuing
disclosure agreement, a discussion with legal counsel regarding
reporting and disclosures is highly advisable, particularly if considering deletion of any information. In addition, consideration
should be given to component units that do not issue separate
financial statements.
Deblending can result in significant changes to the opinion units
the auditor considers in a governmental financial statement audit, as well as audit materiality thresholds. (See chapter 4, "General Auditing Considerations," of the Audit and Accounting Guide
State and Local Governments for more information on opinion
units.)

.174 GASB Statement No. 61 is effective for periods beginning after June
15, 2012 (generally for year-ends June 30, 2013, and later); however, early
application is permitted. Some governments have already elected to early adopt
the provisions of GASB Statement No. 61 because they believe the resulting
changes are favorable (for example, requirements for reporting equity interests
in component units). It is anticipated that other governments may also decide
to implement the standard early.
.175 An article developed by members of the State and Local Government
Expert Panel, who worked with members of the Health Care and Not-for-Profit
Entities Expert Panels, describes the more significant changes that will result
from the implementation of GASB Statement No. 61. The article is posted
on the "Resource" section of the AICPA Governmental Audit Quality Center's
(GAQC's) website at www.aicpa.org/GAQC.

New ASUs
Classification of Proceeds From the Sale of Donated
Financial Assets
.176 In October 2012, FASB issued ASU No. 2012-05, Statement of Cash
Flows (Topic 230): Not-for-Profit Entities: Classification of the Sale Proceeds
of Donated Financial Assets in the Statement of Cash Flows (a consensus of
the FASB Emerging Issues Task Force). Some NFP HCOs may solicit gifts
of appreciated securities. Often, NFP organizations have a policy requiring
that such donations be liquidated immediately, with the proceeds transmitted
to the NFP organization for immediate use or investment. The guidance in
ASU No. 2012-05 requires an NFP to classify in the statement of cash flows
cash receipts from the sale of donated financial assets consistently with cash
donations received if those cash receipts were from the sale of donated financial
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assets that, upon receipt, were directed without any NFP-imposed limitations
for sale and were converted nearly immediately into cash. Accordingly, the
cash receipts from the sale of those financial assets should be classified as
cash inflows from operating activities unless the donor restricted the use of the
contributed resources to long-term purposes, in which case those cash receipts
should be classified as cash flows from financing activities. Otherwise, cash
receipts from the sale of donated financial assets should be classified as cash
flows from investing activities by the NFP.
.177 The guidance in ASU No. 2012-05 is effective prospectively for fiscal years, and interim periods within those years, beginning after June 15,
2013. Retrospective application to all prior periods presented upon the date of
adoption is permitted. Early adoption from the beginning of the fiscal year of
adoption is also permitted. For fiscal years beginning before October 22, 2012,
early adoption is permitted only if an NFP's financial statements for those
fiscal years, and interim periods within those years, have not yet been made
available for issuance.

Technical Corrections and Improvements
.178 In October 2012, FASB issued ASU No. 2012-04, Technical Corrections and Improvements. The amendments in this ASU represent changes to
clarify FASB ASC, correct unintended application of guidance, or make minor
improvements to FASB ASC that are not expected to have a significant effect
on current accounting practice or create a significant administrative cost to
most entities. The ASU includes a number of minor revisions to FASB ASC
954 that can be categorized as follows:

r

r
r
r
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Source literature amendments. These amendments arose because
of differences between source literature (for example, FASB Statements, Emerging Issues Task Force [EITF] Issues, and so forth)
and FASB ASC. These amendments principally carry forward
legacy (pre-FASB ASC) guidance or subsequent amendments, or
both, into FASB ASC. Many times, either the writing style or
phrasing of the source literature did not directly translate into
FASB ASC format and style. As a result, the meaning of the
guidance might have been unintentionally altered. Alternatively,
amendments in this section relate to guidance that, when originally codified, was missing words, references, or phrasing that,
upon review, was deemed important to the guidance.
Guidance clarification and reference corrections. These amendments provide clarification through updating wording, correcting
references, or a combination of both. In most cases, the feedback
suggested that without these enhancements, guidance may be
misapplied or misinterpreted.
Relocated guidance. These amendments principally move guidance from its current location in FASB ASC to a more appropriate
location.
Conforming terminology. These amendments conform terminology used in FASB ASC 954 related to fair value measurement to
the terminology established in FASB ASC 820, Fair Value Measurement (for example, replacing outdated terms such as market
value and fair market value with references to fair value).
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.179 The ASU also makes a number of minor revisions to FASB ASC
958, Not-for-Profit Entities, some of which are applicable to NFP HCOs. The
amendments to FASB ASC 954 and 958 are effective upon issuance for both
public entities and nonpublic entities.

Continuing Care Retirement Communities’ Refundable
Entrance Fees
.180 In July 2012, FASB published ASU No. 2012-01, Health Care Entities
(Topic 954): Continuing Care Retirement Communities—Refundable Advance
Fees. The amendments in the ASU clarify the accounting treatment for refundable entrance fee contracts. In situations when a contract between a continuing
care retirement community (CCRC) and resident stipulates that all or a portion
of the refundable advance fee will be paid to the resident or his or her designee,
only to the extent of the proceeds of reoccupancy of the resident's unit, that
portion shall be accounted for as deferred revenue, provided that legal and
management policy and practice support the withholding of refunds under this
condition. In situations when a contract between a CCRC and resident stipulates that the refundable advance fee is refundable only upon reoccupancy of
the resident's unit by a subsequent resident and the receipt of a new advance
fee from the subsequent resident but does not limit the refund to the proceeds of
reoccupancy, the refundable advance fee should be accounted for and reported
as a liability.
.181 Entities that are required to change their accounting for refundable
entrance fees as a result of the ASU (and auditors of those facilities) should also
consider how this change might affect the assessment of whether an obligation
to provide future services to current residents should be recognized in the
financial statements and, if so, at what amount. On an annual basis, a CCRC
is required to calculate its obligation to provide future services and the use of
facilities to current residents in order to determine whether a liability should be
reported in the financial statements. The liability is calculated as the present
value of future net cash flows, minus the balance of unamortized deferred
revenue, plus depreciation of facilities, plus unamortized costs of acquiring
initial continuing-care contracts, if applicable. Because the calculation includes
an offset for unamortized deferred revenue, the reclassification of refundable
entrance fee amounts from deferred revenue to a refund liability as a result of
the adoption of ASU No. 2012-01 could have a direct impact on the obligation
to provide future services calculation and whether a liability is recognized or
increased as a result.
.182 Many CCRCs utilize the services of actuaries or other specialists for
the calculation of the obligation to provide future services. This calculation is
typically based upon assumptions developed by the CCRC. When conducting
an audit in accordance with GAAS, auditors should refer to AU-C section 620
in these instances.
.183 For public entities (including conduit debt bond obligors), ASU No.
2012-01 is effective for fiscal periods beginning after December 15, 2012. For
nonpublic entities, ASU No. 2012-01 is effective for fiscal periods beginning
after December 15, 2013. Early adoption is permitted. The amendments in
the ASU should be applied retrospectively by recording a cumulative-effect
adjustment to opening retained earnings (or unrestricted net assets) as of
the beginning of the earliest period presented. If adoption of the change also
triggers changes with respect to recognition or measurement of an obligation
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to provide future services to current residents, the effect of that change should
also be included in the cumulative effect adjustment. Affected entities should
also follow the disclosure requirements of FASB ASC 250-10-50 for a change
in accounting principle.

New GASB Statements
.184 A number of GASB pronouncements have provisions with effective
dates for fiscal periods ending in 2012 and 2013 or permitting early application.
These pronouncements, which may affect governmental health care entities,
are highlighted as follows.

GASB Statement Nos. 67 and 68
.185 In August 2012, GASB issued new pension accounting and reporting
standards that will result in significant changes for governmental defined benefit pension plans and the employers participating in them. GASB Statement
No. 68, Accounting and Financial Reporting for Pensions—an amendment of
GASB Statement No. 27, establishes new financial reporting requirements for
most governments that provide their employees with pension benefits through
these types of plans. (A companion standard, GASB Statement No. 67, Financial Reporting for Pension Plans—an amendment of GASB Statement No.
25, revises existing standards for the financial reports of most defined benefit
pension plans.)
.186 These new requirements replace the requirements of GASB Statement No. 27, Accounting for Pensions by State and Local Governmental Employers, and No. 50, Pension Disclosures—an amendment of GASB Statements
No. 25 and No. 27. Historically, GASB Statement No. 27 required governmental
health care entities to report information about their total pension obligation
(funded and unfunded) in the notes to the financial statements and as required
supplemental information rather than recognizing the pension obligation on
the face of the balance sheet.
.187 Under GASB Statement No. 68, all employers would be required to
recognize in their balance sheets the obligation associated with the pension
benefits promised to their employees, regardless of the type of benefit plan
arrangement used. Governmental HCOs that provide benefits through single
employer or agent plans will be required to report the amount of their unfunded
pension obligations in their balance sheets. The liability that should be recognized (net pension obligation) is the total pension liability less the amount
of plan assets formally set aside for payment of benefits as of the reporting
date. Annual pension expense will be based on a comprehensive measurement
of the annual cost of pension benefits rather than required funding amounts.
Governmental HCOs participating in multiemployer cost-sharing plans will
be required to report a liability equivalent to their proportionate share of the
collective unfunded pension obligation of the plan. Each cost-sharing employer
will also be required to recognize its estimated allocated share of the plan's
collective pension expense.
.188 GASB Statement No. 68 is effective fiscal years beginning after June
15, 2014, with early application encouraged. Retroactive application is required
to the extent it is practicable.
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GASB Statement No. 65
.189 GASB Concepts Statement No. 4, Elements of Financial Statements,
specifies that recognition of deferred outflows of resources and deferred inflows of resources should be limited to those instances specifically identified
in authoritative GASB pronouncements. Consequently, guidance was needed
to determine which balances being reported as assets and liabilities should
actually be reported as deferred outflows of resources or deferred inflows of
resources, according to the definitions in GASB Concepts Statement No. 4.
Based on those definitions, GASB Statement No. 65, Items Previously Reported
as Assets and Liabilities, reclassifies certain items currently being reported as
assets and liabilities as deferred outflows of resources and deferred inflows of
resources. In addition, this statement recognizes certain items currently being reported as assets and liabilities as outflows of resources and inflows of
resources. This statement also provides financial reporting guidance related to
the impact of the financial statement elements' deferred outflows of resources
and deferred inflows of resources, such as changes in the determination of the
major fund calculations and limiting the use of the term deferred in financial
statement presentations.
.190 GASB Statement No. 65 is effective for periods beginning after December 15, 2012. Earlier application is encouraged. Accounting changes should
be applied retroactively by restating financial statements, if practical, for all
periods presented.

Comprehensive Implementation Guide Supplement
.191 GASB's Comprehensive Implementation Guide is updated annually
and published each fall. In October 2012, GASB issued the 2012–2013 edition
of the guide that can be ordered through GASB's website at www.gasb.org.

On the Horizon
.192 Auditors should keep abreast of accounting developments and upcoming guidance that may affect their engagements. The following sections
present brief information about some ongoing projects that have particular
significance to the health care industry. Remember that exposure drafts are
nonauthoritative and cannot be used as a basis for changing existing standards.
.193 Information on, and copies of, outstanding exposure drafts may be obtained from the various standard setters' websites. These websites contain indepth information about proposed standards and other projects in the pipeline.
Many more accounting and auditing projects exist in addition to those discussed here. Readers should refer to the Audit Risk Alert General Accounting
and Auditing Developments—2012/13 (product no. ARAGEN12P) for further
information.

Proposed ASU—Joint and Several Liability Arrangements
.194 On July 23, 2012, the EITF issued an exposure draft of a proposed
ASU, Liabilities (Topic 405): Obligations Resulting from Joint and Several
Liability Arrangements—a consensus of the FASB Emerging Issues Task Force,
for a 60-day public comment period.
.195 The proposed ASU would provide guidance on accounting for obligations when multiple parties are jointly and severally liable for repayment. Such
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arrangements are commonly encountered in municipal bond financing arrangements involving obligated groups and are particularly common in the health
care industry. The proposed ASU would require an entity to first determine if
its primary role in the arrangement is, in fact, that of a guarantor. If so, then it
would account for the obligation in accordance with FASB ASC 460, Guarantees. In all other situations, the separately issued financial statements of each
party to the arrangement would recognize that party's respective portion of
the obligation it is expected to repay, with disclosure of the amount for which
it is contingently liable. (This is similar to the way obligated group financings
are currently reported within the health care industry.) An entity would report an incremental liability only if it was probable that the entity would have
to perform on the portion allocated to another participant in the arrangement,
and the amount could be reasonably estimated, consistent with the guidance in
FASB ASC 450-20. Entities would be required to disclose the joint-and-several
nature and amount of the overall obligation, as well as information about the
risks the obligation poses to the entity's future cash flows.
.196 The amendments in this proposed ASU would be applied retrospectively to all prior periods presented for those obligations resulting from joint
and several liability arrangements that exist at the beginning of an entity's fiscal year of adoption. An entity may elect to use hindsight for the comparative
periods (if it changed its accounting as a result of adopting this proposed ASU)
and would disclose that fact. Early adoption would be permitted. The effective
date will be determined after the task force considers stakeholder feedback.

Proposed ASU—Donated Services Received From an Affiliate
.197 On July 23, 2012, FASB issued an exposure draft of a proposed ASU,
Not-for-Profit Entities (Topic 958): Personnel Services Received from an Affiliate for Which the Affiliate Does Not Seek Compensation (a consensus of the
FASB Emerging Issues Task Force), for a 60-day public comment period. The
proposed guidance would require a recipient NFP entity to recognize in its
stand-alone financial statements all personnel services received from an affiliate that directly benefit the recipient NFP. Those services would be measured
at the cost recognized by the affiliate for the personnel providing those services.
If the recipient is an NFP health care entity, the increase in net assets associated with the donation of the services by the affiliate would be reported as an
equity transfer received. If the affiliate providing the services expects to seek
compensation from the recipient entity, the proposed ASU would not apply.
The effective date will be determined after the task force considers stakeholder
feedback. Early adoption would be permitted.

Overhaul Project—Audit and Accounting Guide
Not-for-Profit Entities
.198 The Financial Reporting Executive Committee (FinREC), the Notfor-Profit Entities Expert Panel, and the Not-for-Profit Guide Task Force released a working draft of a new comprehensive revision of the Audit and Accounting Guide Not-for-Profit Entities for a public comment period that ended
October 15, 2012. This proposed guide addresses many new accounting issues
that have emerged over the years and includes guidance dedicated specifically
to NFP entities. The new guide, which will be issued once comments are received, considered, and appropriately acted upon by FinREC for finalization, is
expected to be available in May 2013.
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.199 The Audit and Accounting Guide Health Care Entities references the
Audit and Accounting Guide Not-for-Profit Entities as a source of additional
guidance on contribution-related transactions (for example, promises to give,
split interest agreements, and so on). Thus, the contribution-related guidance
in the revised guide is likely to be of interest to NFP HCOs and their auditors.

GASB Exposure Drafts and Projects
Fair Value Measurement and Application
.200 The objective of this project is to review and consider alternatives
for the further development of the definition of fair value, the methods used to
measure fair value, and potential disclosures about fair value measurements.
Within this review, specific issues, including fair value measurement of alternative investments, such as private placements and hedge funds, real estate
investment trusts, state land trusts, and partnership interests, are to be addressed. An exposure draft is expected to be issued for public comment in early
2013.

GAAP Hierarchy
.201 This project would consider possible modifications to the GAAP hierarchy, as set forth in GASB Statement No. 55, The Hierarchy of Generally
Accepted Accounting Principles for State and Local Governments. It would reexamine the hierarchy levels to assess whether the standard-setting process and
governmental financial reporting environment have sufficiently evolved since
the establishment of the original hierarchy by the AICPA in 1992 to warrant
reconsideration or reconfiguration of certain aspects of the structure (for example, whether the status of the GASB staff's Comprehensive Implementation
Guide should be elevated). An exposure draft is expected to be issued for public
comment in 2014.

Nonexchange Financial Guarantee Transactions
.202 In June 2012, GASB issued an exposure draft of a proposed standard
that would provide accounting, reporting, and disclosure guidance for situations when a government extends a financial guarantee for the obligations of
another organization without directly receiving consideration of equal value
in exchange (a nonexchange transaction). Under the proposal, the entity that
extends the nonexchange financial guarantee would be required to recognize
a liability when qualitative factors or historical data indicate it is more likely
than not that the guarantor will be required to make a payment. The amount
of the liability would be the best estimate of the future outflows expected to
be incurred. When there is no best estimate, but a range of the estimated
future outflows can be established, the amount of the liability would be the
minimum amount within the range. The proposed statement also addresses
the circumstances under which a recipient government (that is, a government
whose obligation is guaranteed by another entity in a nonexchange transaction) should derecognize its obligation. Issuance of a final standard is expected
in early 2013.

Government Combinations and Disposals of Government Operations
.203 An exposure draft of a proposed statement was issued in March 2012.
The exposure draft proposed financial reporting requirements for government
combinations that are accomplished through mergers and acquisitions. It would
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apply to government combinations that have taken place in both the general
governmental area and business-type activities area (for example, HCOs).
.204 The proposed statement would also provide guidance on reporting
disposals of government operations that have been transferred or sold. Issuance
of a final standard is expected to occur in early 2013. Readers can monitor the
progress of all GASB projects at www.gasb.org.

Bond Disclosure
.205 In September 2012, the National Federation of Municipal Analysts
(NFMA) released for public comment a proposed update of its publication Recommended Best Practices in Disclosure for Hospital Debt Transactions that was
originally issued in 2000. The proposed update addresses fundamental changes
to the disclosure needs of investors that have arisen over the past decade, including perceived disclosure weaknesses that were brought to light by the credit
market disruptions of 2008, increased usage of complex swaps and variable
rate debt instruments, and the growing use of alternative investments in hospitals' investment portfolios. The draft disclosure guidelines are available for
download at www.nfma.org/assets/documents/RBP/rbp.hospital.draft.9.12.pdf.
The NFMA also has available Recommended Best Practices in Disclosure for
Long-Term Care/Senior Living Debt that was issued in 2002.

FASB Not-for-Profit Advisory Committee
.206 The FASB Not-for-Profit Advisory Committee (NAC) was established
in October 2009 to serve as a standing resource for FASB in obtaining input from the NFP sector (including NFP HCOs) on existing guidance, current
and proposed technical agenda projects, and longer-term issues affecting those
organizations.
.207 The primary functions of NAC are as follows:

r

r

Provide focused input and feedback to the FASB Board and staff
on existing guidance; current and proposed technical agenda
projects; and longer-term issues (for example, the alternatives
and recommended course for financial reporting for NFPs if the
SEC mandates International Financial Reporting Standards for
SEC registrant companies).
Assist FASB's Board and staff in its communication and outreach
activities to the NFP sector about recent and other existing guidance, current and proposed projects, and longer-term issues.

.208 Among other matters, NAC has recommended changes to accounting
rules that would enable NFPs to better report and explain their finances to
users of their financial statements. Key recommendations advanced by NAC
include

r
r
r
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revisiting current net asset classifications and how they may be
relabeled or redefined in conjunction with improving how liquidity is portrayed in an NFP's statement of financial position and
related notes.
improving the statements of activities and cash flows to more
clearly communicate financial performance.
creating a framework for NFP directors and managers to provide commentary and analysis about the organization's financial

P1: irk
ACPA252-01

aicpa-aag.cls

November 26, 2012

15:30

45

Health Care Industry Developments—2012/13

r

health and operations, somewhat similar to the management discussion and analysis provided by publicly traded companies in
their annual reports, to help them bring context to their financial
story.
streamlining, when possible, existing NFP-specific disclosure requirements to improve their relevance and clarity.

.209 As a result of these recommendations, FASB added two NFP projects
to its agenda. The first is a standard-setting project that will focus on the financial statements and related notes that are unique to NFPs. It will reexamine
existing standards for financial statement presentation by NFPs, with a focus on improving the current net asset classification scheme and information
provided in financial statements and notes about an organization's liquidity,
financial performance, and cash flows. The second is a research project that
will study other means of communication that NFPs currently use in telling
their financial story, including a review of best practices followed by NFPs in
this area, and how such communications enhance the understanding of donors,
creditors, and other stakeholders about the financial health and performance
of the organization.
.210 More information about NAC and other FASB advisory groups is
available at www.fasb.org/jsp/FASB/Page/SectionPage&cid=1176154493483.

Resource Central
.211 The following are various resources that practitioners engaged in the
health care industry may find beneficial.

Publications
.212 Practitioners may find the following publications useful. Choose the
format best for you—online or print. Please note that several of our publications
are also available as e-books:

r
r
r
r
r
r

Audit and Accounting Guide Health Care Entities (2012) (product
no. AAGHCO12P [paperback], WHC-XX [online with the associated Audit Risk Alert], or AAGHCO12E [e-book])
Audit and Accounting Guide Not-for-Profit Entities (2012) (product no. AAGNFP12P [paperback], WNP-XX [online with the associated Audit Risk Alert], or AAGNFP12E [e-book])
Audit and Accounting Guide Government Auditing Standards and
Circular A-133 Audits (2012) (product no. AAGGAS12P [paperback], WRF-XX [online with the associated Audit Risk Alert], or
AAGGAS12E [e-book])
Audit and Accounting Guide State and Local Government (2012)
(product no. AAGSLG12P [paperback], WGG-XX [online with the
associated Audit Risk Alert], or AAGSLG12E [e-book])
Audit Guide Assessing and Responding to Audit Risk in a Financial Statement Audit (2012) (product no. AAGRAS12P [paperback], WRA-XX [online], or AAGRAS12E [e-book])
Audit Guide Auditing Derivative Instruments, Hedging Activities,
and Investments in Securities (2011) (product no. 0125211 [paperback], WDI-XX [online], or AAGDRV11E [e-book])
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Audit Guide Auditing Revenue in Certain Industries (2012) (product no. AAGREV12P [paperback], WAR-XX [online], or AAGREV12E [e-book])
Audit Guide Audit Sampling (2012) (product no. AAGSAM12P
[paperback], WAS-XX [online], or AAGSAM12E [e-book])
Audit Risk Alert General Accounting and Auditing Developments—2012/13 (product no. ARAGEN12P [paperback], WGEXX [online], or ARAGEN12E [e-book])
Alert Independence and Ethics Developments—2012/13 (product
no. ARAIET12P [paperback], WIA-XX [online], or ARAIET12E
[e-book])
Audit and Accounting Manual (2012) (product no. AAMAAM12P
[paperback], WAM-XX [online], or AAMAAM12E [e-book])

Online CPE
.213 AICPA CPExpress, offered exclusively through CPA2Biz, is the AICPA's
flagship online learning product. AICPA members pay $180 for a new subscription and $145 for the annual renewal. Nonmembers pay $435 for a new subscription and $375 for the annual renewal. Divided into 1-credit and 2-credit
courses that are available 24 hours a day, 7 days a week, AICPA CPExpress
offers hundreds of hours of learning in a wide variety of topics.
.214 To learn more, visit www.cpa2biz.com.

Webcasts
.215 Stay plugged in to what is happening and earn continuing professional education (CPE) credit right from your desktop. AICPA webcasts are
high quality, two-hour CPE programs that bring you the latest topics from the
profession's leading experts. Broadcast live, they allow you to interact with the
presenters and join in the discussion. If you cannot make the live event, each
webcast is archived and available on CD-ROM. For additional details on available webcasts, please visit www.cpa2biz.com/AST/AICPA CPA2BIZ Browse/
Store/Webcasts.jsp.

Member Service Center
.216 To order AICPA products, receive information about AICPA activities, and get help with your membership questions, call the AICPA Service
Operations Center at 888.777.7077.

AICPA GAQC
.217 The GAQC is a voluntary membership center for CPA firms and state
audit organizations that is designed to improve the quality and value of governmental audits. For purposes of the GAQC, governmental audits are performed
under Government Auditing Standards (the Yellow Book) and are audits and
attestation engagements of federal, state, or local governments; NFP organizations; and certain for-profit organizations, such as housing projects and colleges
and universities that participate in governmental programs or receive governmental financial assistance. The GAQC keeps members informed about the latest developments and provides them with tools and information to help them
better manage their audit practice. CPA firms and state audit organizations
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that join demonstrate their commitment to audit quality by agreeing to adhere
to certain membership requirements.
.218 The GAQC's focus is to promote the highest quality audits and save
members time by providing a centralized place to find information they need
when they need it to maximize quality and practice success. Center resources
and benefits include the following:

r
r
r
r
r
r

E-mail alerts with the latest audit and regulatory developments,
including information on ARRA and its impact on your audits
Exclusive webcasts and webinars on compliance auditing and
timely topics relevant to governmental and NFP financial statement audits (optional CPE is available for a small fee, and events
are archived online)
Dedicated GAQC website on the www.aicpa.org website with resources, community, events, products, and a complete listing of
GAQC member firms in each state
Single audit and Yellow Book practice aids and tools available via
the GAQC website
Online member discussion forums for sharing best practices and
discussing issues that members are facing
Savings on professional liability insurance

.219 For more information about the GAQC, visit www.aicpa.org/GAQC.
Help Desk—With all the quality issues being noted in governmental audits
(see further discussion in the "Economic and Industry Developments" and
"Audit and Accounting Developments" sections of this alert), your CPA firm or
state audit organization should consider joining the GAQC. To enroll or learn
more about the GAQC, including details on the membership requirements
and fees for membership, go to www.aicpa.org/GAQC or e-mail GAQC staff
at GAQC@aicpa.org.

Hotlines
Accounting and Auditing Technical Hotline
.220 Do you have a complex technical question about GAAP, other comprehensive bases of accounting, or other technical matters? If so, use the
AICPA's Accounting and Auditing Technical Hotline. AICPA staff will research
your question and call you back with the answer. The hotline is available
from 9 a.m. to 8 p.m. EST on weekdays. You can reach the Technical Hotline at 877.242.7212 or online at www.aicpa.org/Research/TechnicalHotline.
Members can also e-mail questions to aahotline@aicpa.org. Additionally, members can submit questions by completing a Technical Inquiry form found on
the same website.

Ethics Hotline
.221 In addition to the Technical Hotline, the AICPA also offers an Ethics
Hotline. Members of the AICPA's Professional Ethics Team answer inquiries
concerning independence and other behavioral issues related to the application
of the AICPA Code of Professional Conduct. You can reach the Ethics Hotline
at 888.777.7077 or by e-mail at ethics@aicpa.org.
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AICPA Online Professional Library: Accounting and
Auditing Literature
.222 The AICPA has created your core accounting and auditing library
online. The AICPA Online Professional Library is now customizable to suit
your preferences or your firm's needs, or you can sign up for access to the
entire library. Get access—anytime, anywhere—to FASB ASC; the AICPA's
latest Professional Standards, Technical Practice Aids, Audit and Accounting
Guides, Audit Risk Alerts, Accounting Trends & Techniques; and more. To
subscribe to this essential online service for accounting professionals, visit
www.cpa2biz.com.

Codified Clarity Standards
.223 The first place you can obtain the codified clarity standards is in
AICPA Professional Standards in the AICPA Online Professional Library. Although the individual SASs are available in paperback, this online codified
resource is what you need to update your firm audit methodology to begin
understanding how clarity standards change certain ways you perform your
audits. Visit www.cpa2biz.com and search for product no. WPS-XX to obtain
access to AICPA Professional Standards online.
.224 The codification of clarified standards includes various resources,
including

r
r
r
r

a preface, "Principles Underlying the Conduct of an Audit in Accordance With Generally Accepted Auditing Standards."
a glossary of terms defined in the standards.
appendixes describing the differences between GAAS and the
ISAs.
a table mapping the extant AU sections to the clarified AU sections.

.225 The AICPA publishes annually, in paperback form, Codification of
Statements on Auditing Standards and Professional Standards in April and
August, respectively.

Financial Reporting Center of AICPA.org
.226 CPAs face unprecedented changes in financial reporting. As such,
the AICPA has created the Financial Reporting Center (FRC) to support you
in the execution of high-quality financial reporting. This center provides exclusive member-only resources for the entire financial reporting process and can
be accessed at www.aicpa.org/frc.
.227 The FRC provides timely and relevant news, guidance, and examples supporting the financial reporting process, including accounting; preparing financial statements; and performing compilation, review, audit, attest or
assurance, and advisory engagements.
.228 For example, the FRC offers a dedicated section to the Clarity Project.
For the latest resources available to help you implement the clarified standards,
visit the "Improving the Clarity of Auditing Standards" page at www.aicpa
.org/SASClarity.
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Health Care Industry Conference
.229 The AICPA offers an annual health care industry conference in the
fall. The AICPA National Healthcare Industry Conference on November 15–16,
2012, in Las Vegas, NV, is a two-day conference designed to update attendees on
recent developments related to the health care industry. Gain the information
and techniques you need to know to stay on top of trends to benefit your
practice and client offerings. With access to some of the nation's top health
care specialists, you'll get up-to-the-minute comprehensive coverage of health
care reform ramifications. For further information about the conference, call
888.777.7077 or visit www.cpa2biz.com.

AICPA Health Care Expert Panel
.230 For information about the activities of the AICPA Health Care Expert Panel, visit the panel's Web page at www.aicpa.org/InterestAreas/FRC/
IndustryInsights/Pages/Expert Panel Health Care Entities.aspx.

Industry Websites
.231 The Internet covers a vast amount of information that may be valuable to auditors of health care entities, including current industry trends and
developments. Some of the more relevant sites for auditors with health care
industry clients include those shown in the following table.
Organization

Website

American Hospital Association

www.aha.org

Atlantic Information Services, Inc.

www.aishealth.com

Centers for Medicare & Medicaid
Services

www.cms.hhs.gov

Electronic Municipal Market Access

www.emma.msrb.org

Global health reporting

http://globalhealth.kff.org/

Healthcare Financial Management
Association

www.hfma.org

Health Forum

www.healthforum.com

Henry J. Kaiser Family Foundation

www.kff.org

SEC Office of Municipal Securities

www.sec.gov/info/municipal.shtml

U.S. Department of Health & Human
Services

www.hhs.gov

.232 The health care industry practices of some of the larger CPA firms
also may contain industry-specific auditing and accounting updates that are
helpful to auditors.
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